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MONDAY, JUNE 6, 1960 


House oF REPRESENTATIVES, 
CoMMITTEE ON BANKING AND CURRENCY, 
SuscomMirtree No. 3, 
Washington, D.C. 

The subcommittee met at 10 a.m., in room 1301, New House Office 
Building, Washington, D.C., Hon. Wright Patman (chairman of the 
subcommittee) presiding. 

Present: Representatives Patman, Reuss, Mrs. Griffiths, Vanik, 
Barr, Moorhead, Miller, and Johnson. 

(H.R. 8516 and H.R. 8627 follow :) 


[H.R. 8516, 86th Cong., 1st sess. ] 
A BILL To provide for the retirement of Federal reserve bank stock, and for other purposes 


Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That (a) the last sentence of the first 
paragraph of section 2 of the Federal Reserve Act (12 U.S.C. 222) is amended by 
striking out “subscribing and paying for stock” and inserting in lieu thereof 
“obtaining a certificate of membership”. 

(b) The last sentence of the third paragraph of such section 2 (12 U.S.C. 
282) is amended by striking out “subscribe to the capital stock of such Federal 
reserve bank in a sum equal to six per centum of the paid-up capital and 
surplus of such bank one-sixth of the subscription to be payable on call of the 
organization committee or of the Board of Governors of the Federal Reserve 
System one-sixth within three months and one-sixth within six months there- 
after, and the remainder of the subscription, or any part thereof, shall be 
subject to call when deemed necessary by the Board of Governors of the Fed- 
eral Reserve System, said payments to be in gold or gold certificates,” and in- 
serting in lieu thereof “obtaining a certificate of membership pursuant to the 
provisions of this Act.” 

(c) The fourth paragraph of such section (2) (12 U.S.C. 502) is hereby 
repealed. 

(d) The paragraphs which, prior to the repeal made by subsection (c) of this 
section, were the eighth, ninth, tenth, eleventh, and twelfth paragraphs of such 
section 2 (12 U.S.C. 283-286) are hereby repealed. 

(e) The first sentence of the last paragraph of such section 2 (12 U.S.C. 281) is 
hereby repealed. 

Sec. 2. (a) The last sentence of the first paragraph of section 4 of the Fed- 
eral Reserve Act is amended by striking out “a subscription to the capital 
stock of” and inserting in lieu thereof “an application for a certificate of mem- 
bership in”. 

(b) The second paragraph of such section is amended (1) by striking out 
“when the minimum amount of capital stock prescribed by this Act for the or- 
ganization of any Federal reserve bank shall have been subscribed and allotted,” 
and inserting in lieu thereof “when the organization committee shall deem that 
a sufficient proportion of eligible banks have applied for membership in a Fed- 
eral reserve bank in process of organization,”, (2) by striking out “the amount 
of capital stock and the number of shares into which the same is divided,”, (3) 
by striking out “subscribed to the capital stock of” and inserting in lieu thereof 
“applied for membership in”, (4) by striking out “and the number of shares 
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subscribed by each”, and (5) by striking out “subscribed or may thereafter sub- 
scribe to the capital stock of’ and inserting in lieu thereof “applied or may 
thereafter apply for membership in”’. 

(c) The subparagraph numbered “Eighth” of the fourth paragraph of such 
section 4 (12 U.S.C. 341) is amended by striking out “stock”. 

(d) The tenth paragraph of such section 4 is amended by striking out “stock- 
holding” and inserting in lieu thereof “‘member’”’. 

(e) The second sentence of the twelfth paragraph of such section 4 is amended 
by striking out “subscriptions to the capital stock” and inserting in lieu thereof 
“applications for membership.” 

Sec. 3. Section 5 of the Federal Reserve Act (12 U.S.C. 287) is amended to read 
as follows: 

“Sec. 5. (a) The Federal reserve banks shall have no capital stock. 

“(b) A bank applying for membership in the Federal Reserve System at any 
time after the date of enactment of the Act entitled “An Act to provide for the 
retirement of Federal reserve bank stock, and for other purposes” shall submit 
such application, in accordance with the regulations of the Board of Governors 
of the Federal Reserve System, to the Federal reserve bank of its district. Such 
application shall be accompanied by a membership fee of $10, which shall not be 
refundable unless such application is disapproved or withdrawn before approval. 

*(e) Upon the approval of an application submitted pursuant to subsection 
(b) of this section, the Federal reserve bank shall issue to the applicant a cer- 
tificate attesting the membership of the applicant in such Federal reserve bank 

‘and in the Federal Reserve System. 

“(d) When a member bank voluntarily liquidates, it shall surrender its cer- 
tificate of membership and cease to be a member of the Federal reserve bank of 
its district and of the Federal Reserve System.” 

Sec. 4. (a) The first paragraph (12 U.S.C. 288, first paragraph) of section 6 
of the Federal Reserve Act is hereby repealed. 

(b) The second sentence of the paragraph which, prior to the repeal made 
by subsection (a) of this section, was the second paragraph (12 U.S.C. 288, 
second paragraph) of such section 6, is amended to read as follows: “The cer- 
tificate of membership held by said national bank shall be surrendered to the 
Federal reserve bank of its district, and said national bank shall cease to be a 
member of such Federal Reserve bank and of the Federal Reserve System.” 

Sec. 5. (a) The first paragraph (12 U.S.C. 289) of section 7 of the Federal 
Reserve Act is amended by striking out “the stockholders shall be entitled to 
receive an annual dividend of 6 per centum on the paid-in capital stock, which 
dividend shall be cumulative. After the aforesaid dividend claims have been 
fully met,”. 

(b) The second sentence of the second paragraph (12 U.S.C. 290) of such seec- 
tion 7 is amended by striking out “dividend requirements as hereinbefore pro- 
vided, and the par value of the stock,”. 

(c) The third paragraph (12 U.S.C. 531) of such section 7 is amended by 
striking out “capital stock and”. 

Sec. 6. (a) The first paragraph (12 U.S.C. 321, first paragraph) of section 9 
of the Federal Reserve Act is amended (1) by striking out, in the first sentence 
of such paragraph, “the right to subscribe to the stock of and inserting in 
lieu thereof “membership in’, (2) by striking out the second and third sen- 
tences of such paragraph, and (3) by striking out, in the last sentence of such 
paragraph, “stockholder”, and inserting in lieu thereof “member”. 

(b) The first sentence of the second paragraph (12 U.S.C. 321, second para- 
graph) of such section 9 is amended by striking out ‘Federal reserve bank 
stock owned by the national bank shall be canceled and paid for as provided in 
section 5 of this Act.” and inserting in lieu thereof “membership of such na- 
tional bank shall be extinguished and the certificate of membership conceled 
as provided in section 5 of this Act.” 

(c) The first sentence of the third paragraph (12 U.S.C. 321, third para- 
graph) of such section 9 is amended (1) by striking out “stockholder” and in- 
serting in lieu thereof “member”, and (2) by striking out “stock” and inserting 
in lieu thereof “membership”. 

(d) The fifth paragraph (12 U.8.C. 323) of such section 9 is hereby repealed. 

(e) The first sentence of the paragraph which, prior to the repeal made by 
subsection (d) of this section, was the ninth paragraph (12 U.S.C. 327) of such 
section 9, is amended by striking out “stock” and inserting in lieu thereof ‘“cer- 
tificate of membership”. 
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(f) The paragraph which, prior to the repeal made by subsection (d) of this 
section, was the tenth paragraph (12 U.S.C. 328) of such section 9, is amended 
(1) by striking out, in the first sentence thereof, “all of its holdings of capital 
stock” and inserting in lieu thereof “certificate of membership”, (2) by striking 
out the second proviso of the first sentence thereof, (3) by striking out, in the 
last sentence thereof, “stock holdings” and inserting in lieu thereof “certificate 
of membership”, and (4) by striking out, in the last sentence thereof, ‘‘a refund 
of its cash paid subscription with interest at the rate of one-half of one per 
centum per month from date of last dividend, if earned, the amount refunded 
in no event to exceed the book value of the stock at that time, and shall likewise 
be entitled to”. 

(g) The paragraph which, prior to the repeal made by subsection (d) of this 
section, was the sixteenth paragraph (12 U.S.C. 333) of such section 9, is amended 
(1) by striking out, in the first sentence thereof, “‘, except that any such savings 
bank shall subscribe for capital stock of the Federal reserve bank an amount 
equal to six-tenths of 1 per centum of its total deposit liabilities as shown by 
the most recent report of examination of such savings bank preceding its admis- 
sion to membership”, (2) by striking out all of the remaining sentences of such 
paragraph except the last sentence thereof, and (38) by striking out, in the last 
sentence of such paragraph, “, except as otherwise hereinbefore provided with 
respect to capital stock”. 

(h) The paragraph which, prior to the repeal made by subsection (d) of 
this section, was the twenty-second paragraph (12 U.S.C. 337) of such section 
9, is amended (1) by striking out, in the second sentence thereof, ‘‘stock”, and 
inserting in lieu thereof “certificate of membership”, and (2) by striking out, 
in the last sentence thereof, “stock’, and inserting in lieu thereof ‘certificates 
of membership”. 

(i) The last paragraph (12 U.S.C. 338) of such section 9 is amended by 
striking out, in the last sentence thereof, “stock”, and inserting in lieu thereof 
“certificates of membership”. 

Sec. 7. The first sentence of the third paragraph of section 10 of the Federal 
Reserve Act is amended by striking out “capital stock and surplus” and insert- 
ing in lieu thereof “net earnings for the immediately preceding half year period”. 

Sec. 8. The amendments made by the first seven sections of this Act shall 
take effect on the thirty-first day after the date of enactment of this Act. 

Sec. 9. (a) Not later than 31 days after the date of enactment of this Act, 
each holder of stock in any Federal reserve bank shall surrender such stock to 
such bank, which shall, as of the thirty-first day after the date of enactment of 
this Act, cancel and retire the same and pay or credit to such former holder the 
par value thereof, plus interest at the rate of one-half of one per centum per 
month from the date of the last dividend, less a membership fee of $10, which 
shall not be refundable. 

(b) Upon the cancellation and retirement of Federal Reserve bank stock 
as provided in subsection (a) of this section, each Federal reserve bank shall 
issue to each such former holder thereof a certificate attesting its membership 
in such Federal reserve bank and in the Federal Reserve System. 

Sec. 10. The eleventh paragraph of section 9 of the Federal Reserve Act is 
amended to read as follows: 

“Any applying bank shall be eligible for membership if it is an insured bank as 
defined in subsection (h) of section 3 of the Federal Deposit Insurance Act. 
The capital stock of a state member bank shall not be reduced except with the 
prior consent of the Board of Governors of the Federal Reserve System.” 


[H.R. 8627, 86th Cong., 1st sess. ] 


A BILL To amend the Federal Reserve Act to provide for the retirement of Federal Reserve 
bank stock and the substitution of interest-bearing deposits in lieu thereof 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That (a) the last sentence of the first para- 
graph of section 2 of the Federal Reserve Act (12 U.S.C. 222) is amended. by 
striking out “subscribing and paying for stock” and inserting in lieu thereof 
“obtaining a certificate of membership”. 

(b) The last sentence of the third paragraph of such section 2 (12 U.S.C. 282) 
is amended by striking out “subscribe to the capital stock of such Federal 
Reserve bank in a sum equal to 6 per centum of the paid-up capital and surplus 





4 RETIREMENT OF FEDERAL RESERVE BANK STOCK 


of such bank, one-sixth of the subscription to be payable on call of the organiza- 
tion committee or of the Board of Governors of the Federal Reserve System, 
one-sixth within three months and one-sixth within six months thereafter, and 
the remainder of the subscription, or any part thereof, shall be subject to call 
when deemed necessary by the Board of Governors of the Federal Reserve System, 
said payments to be in gold or gold certificates” and inserting in lieu thereof 
“obtaining a certificate of membership pursuant to the provisions of this Act”. 

(c) The fourth paragraph of such section 2 (12 U.S.C. 502) is repealed. 

(d) The paragraphs which, prior to the repeal made by subsection (c) of this 
section, were the eighth, ninth, tenth, eleventh, and twelfth paragraphs of such 
section 2 (12 U.S.C. 283-286) are repealed. 

(e) The first sentence of the last paragraph of such section 2 (12 U.S.C. 281) 
is repealed. 

Sec. 2. (a) The last sentence of the first paragraph of section 4 of the Federal 
Reserve Act is amended by striking out “a subscription to the capital stock of” 
and inserting in lieu thereof “an application for a certificate of membership in”. 

(b) The second paragraph of such section 4 is amended (1) by striking out 
“When the minimum amount of capital stock prescribed by this Act for the 
organization of any Federal Reserve bank shall have been subscribed and 
allotted” and inserting in lieu thereof “When the organization committee shall 
deem that a sufficient proportion of eligible banks have applied for membership 
in a Federal Reserve bank in process of organization”, (2) by striking out “the 
amount of capital stock and the number of shares into which the same is 
divided,”, (3) by striking out “subscribed to the capital stock of” and inserting 
in lieu thereof “applied for membership in”, (4) by striking out “and the 
number of shares subscribed by each”, and (5) by striking out “subscribed or 
may thereafter subscribe to the capital stock of” and inserting in lieu thereof 
“applied or may thereafter apply for membership in”. 

(c) The subparagraph numbered “Eighth” of the fourth paragraph of such 
section 4 (12 U.S.C. 341) is amended by striking out “stock”’. 

(d) The tenth paragraph of such section 4 is amended by striking out “stock- 
holding” and inserting in lieu thereof ‘‘member”. 

(e) The second sentence of the twelfth paragraph of such section 4 is amended 
by striking out “subscriptions to the capital stock” and inserting in lieu thereof 
“applications for membership”. 

Sec. 3. Section 5 of the Federal Reserve Act (12 U.S.C. 287) is amended to 
read as follows: 

“Sec. 5. (a) The Federal Reserve banks shall have no capital stock. 

“(b) A bank applying for membership in the Federal Reserve System thirty- 
one days or more after the date of enactment of the Act entitled ‘An Act to amend 
the Federal Reserve Act to provide for the retirement of Federal Reserve bank 
stock and the substitution of interest-bearing deposits in lieu thereof shall 
submit such application, in accordance with the regulations of the Board of 
Governors of the Federal Reserve System, to the Federal Reserve bank of its 
district. 

“(c) Upon the approval of an application submitted pursuant to subsection 
(b) of this section, the Federal Reserve bank shall issue to the applicant a 
certificate attesting the membership of the applicant in such Federal Reserve 
bank and in the Federal Reserve System. 

“(d) When a member bank voluntarily liquidates, it shall surrender its cer- 
tificate of membership and cease to be a member of the Federal Reserve bank 
of its district and of the Federal Reserve System.” 

Sec. 4. (a) The first paragraph (12 U.S.C. 288, first paragraph) of section 6 
of the Federal Reserve Act is repealed. 

(b) The second sentence of the paragraph which, prior to the repeal made 
by subsection (a) of this section, was the second paragraph (12 U.S.C. 288, 
second paragraph) of such section 6, is amended to read as follows: “The 
certificate of membership held by said national bank shall be surrendered to 
the Federal Reserve bank of its district, and said national bank shall cease 
to be a member of such Federal Reserve bank and of the Federal Reserve 
System.” 

Sec. 5. (a) The first paragraph (12 U.S.C. 289) of section 7 of the Federal 
Reserve Act is amended by striking out “the stockholders shall be entitled 
to receive an annual dividend of 6 per centum on the paid-in capital stock, 
which dividend shall be cumulative. After the aforesaid dividend claims 
have been fully met,”. 
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(b) The second sentence of the second paragraph (12 U.S.C. 290) of such 
section 7 is amended by striking out “dividend requirements as hereinbefore 
provided, and the par value of the stock,”’. 

(c) The third paragraph (12 U.S.C. 531) of such section 7 is amended by 
striking out “capital stock and”. 

Sec. 6. (a) The first paragraph (12 U.S.C. 321, first paragraph) of section 
9 of the Federal Reserve Act is amended (1) by striking out “the right to sub- 
scribe to the stock of’ in the first sentence and inserting in lieu thereof ‘“mem- 
bership in’, (2) by striking out the second and third sentences, and (3) by 
striking out ‘“‘stockholder” in the last sentence and inserting in lieu thereof 
“member”’. 

(b) The first sentence of the second paragraph (12 U.S.C. 321, second para- 
graph) of such section 9 is amended by striking out “Federal Reserve bank stock 
owned by the national bank shall be canceled and paid for as provided in section 
5 of this Act’ and inserting in lieu thereof “membership of such national bank 
shall be extinguished and the certificate of membership canceled as provided 
in section 5 of this Act”. 

(c) The first sentence of the third paragraph (12 U.S.C. 321, third para- 
graph) of such section 9 is amended (1) by striking out “stockholder” and 
inserting in lieu thereof “member”, and (2) by striking out “stock” and 
inserting in lieu thereof “membership”. 

(d) The fifth paragraph (12 U.S.C. 323) of such section 9 is repealed. 

(e) (1) The first sentence of the paragraph which, prior to the repeal made 
by subsection (d) of this section, was the ninth paragraph (12 U.S.C. 327) of 
such section 9, is amended (A) by inserting immediately after “the provisions 
of this section” the following: “or section 19A,” and (B) by striking out “stock” 
and inserting in lieu thereof “certificate of membership”. 

(2) The second sentence of such paragraph is amended by inserting immedi- 
ately after “imposed by this section” the following: “and section 19A”. 

(f) The paragraph which, prior to the repeal made by subsection (d) of this 
Section, was the tenth paragraph (12 U.S.C. 328) of such section 9, is amended 
(1) by striking out “all of its holdings of capital stock” in the first sentence and 
inserting in lieu thereof “certificate of membership”, (2) by striking out the sec- 
ond proviso of the first sentence, (3) by striking out “stock holdings” in the 
last sentence and inserting in lieu thereof “certificate of membership”, and (4) 
by striking out ‘a refund of its cash paid subscription with interest at the rate of 
one-half of 1 per centum per month from date of last dividend, if earned, the 
amount refunded in no event to exceed the book value of the stock at that time, 
and shall likewise be entitled to” in the last sentence. 

(g) The paragraph which, prior to the repeal made by subsection (d) of this 
section, was the sixteenth paragraph (12 U.S.C. 333) of such section 9, is 
amended (1) by striking out “, except that any such savings bank shall sub- 
scribe for capital stock of the Federal Reserve bank an amount equal to six- 
tenths of 1 per centum of its total deposit liabilities as shown by the most recent 
report of examination of such savings bank preceding its admission to member- 
ship” in the first sentence, (2) by striking out all of the remaining sentences 
except the last sentence, and (3) by striking out ‘“, except as otherwise herein- 
before provided with respect to capital stock” in the last sentence. 

(h) The paragraph which, prior to the repeal made by subsection (d) of this 
section, was the twenty-second paragraph (12 U.S.C. 337) of such section 9, is 
amended (1) by striking out “stock” in the second sentence and inserting in lieu 
thereof “certificate of membership”, and (2) by striking out “stock” in the 
last sentence and inserting in lieu thereof “certificates of membership”. 

(i) The last paragraph (12 U.S.C. 338) of such section 9 is amended by strik- 
ing out “stock” in the last sentence and inserting in lieu thereof “certificates of 
membership”. 

Sec. 7. The first sentence of the third paragraph of section 10 of the Federal 
Reserve Act is amended by striking out “capital stock and surplus” and inserting 
in lieu thereof “surplus and deposits held pursuant to section 19A”’. 

Sec. 8. The Federal Reserve Act is amended by inserting immediately after 
section 19 thereof the following new section : 

“Sec. 19A. (a) Except as provided in subsection (b) of this section, every 
member bank shall maintain on deposit with the Federal Reserve bank of its 
district a sum equal to 8 per centum of its paid-up capital stock and surplus, 
and may, when such action is deemed necessary by the Board of Governors of 
the Federal Reserve System, be required so to deposit an additional sum not 
exceeding 3 per centum of its paid-up capital and surplus. 
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“(b) Any bank which is a member of the Federal Reserve System pursuant 
to the fifteenth paragraph of section 9 (12 U.S.C. 333) shall maintain on deposit 
with the Federal Reserve bank of its district an amount equal to six-tenths of 
1 per ceritum of its total deposit liabilities, such amount to be adjusted semi- 
annually on the same percentage basis in accordance with rules and regulations 
prescribed by the Board of Governors of the Federal Reserve System. 

“(c) A deposit required by subsection (a) or (b) shall be in addition to the 
deposits required pursuant to section 19, and shall bear interest at a rate equal 
to the lowest current rate of discount charged by the Federal Reserve bank at 
which such deposit is made, plus one-half of 1 per centum.” 

Sec. 9. The amendments made by the first eight sections of this Act shall take 
effect on the thirty-first day after the date of enactment of this Act. 

Sec. 10. Not later than thirty-one days after the date of enactment of this Act, 
each holder of stock in any Federal Reserve bank shall surrender such stock 
to such bank, which shall, as of the thirty-first day after the date of enactment 
of this Act, cancel and retire the same and pay or credit to such former holder 
the par value thereof, plus interest at the rate of one-half of 1 per centum per 
month from the date of the last dividend. Each Federal Reserve bank shall 
thereupon issue to each such former holder thereof a certificate attesting its 
membership in such Federal Reserve bank and in the Federal Reserve System. 

Mr. Parman. The committee will please come to order. The com- 
mittee, Subcommittee No. 3 of the House Banking and Currency 
Committee, meets this morning for the purpose of considering H.R. 
8516. After the announcement that this bill would be heard, the chair- 
man of the committee, Mr. Spence, referred to our committee for con- 
sideration also H.R. 8627, by Mr. Multer, dealing with the same sub- 
ject. So both of these bills will be considered commencing this 
morning. 

As chairman of the subcommittee, I have no preliminary state- 
ment to make. It is our sincere desire to get all of the facts and 
considerations concerning these two particular bills. 

Our first witness is Mr. Carl E. Allen, president of the Federal 
Reserve Bank of Chicago. 

Mr. Allen, we are delighted to have you. It was good of you to 
accept our invitation to appear and to prepare a statement for the 
subcommittee. You may read your statement or you may file it, or 
you may proceed in any way that you desire. 

Mr. Auten. Thank you, Mr. Patman. 

Mr. Reuss. Mr. Chairman, before the witness starts, I wonder if 
the Chair would state very briefly what these two bills provide. Are 
they identical ? 

Mr. Parman. Each bill provides that the funds invested by the 
commercial banks that are members of the Federal Reserve System 
in the so-called stock of the Federal Reserve banks will be repaid. 
The two bills are alike in that both would eliminate the provision 
for any ownership of stock in the Federal Reserve banks. H.R. 8516, 
introduced by me, provides that the banks will have no investment 
in the System except a small membership fee of $10. The other bill, 
by Mr. Multer, provides, if I understand it correctly, that, although 
the so-called stock is to be retired, the banks will be required to keep 
these funds on deposit with the Federal Reserve banks, in which case 
they would be paid interest on the funds. 

Under the terms of the first bill, the banks would be reimbursed 
completely, and they would have no financial investment in the System 
at all. Under the latter bill, by Mr. Multer, they would be reim- 
bursed, but they would, at the same time, be required to carry a com- 
parable deposit in the surplus funds of the Federal Reserve banks, 
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but in no way connected with any stock whereby they could say they 
own any part of the System—that is my understanding. Of course, 
the witnesses may develop other differences, if any, as we go along. 
You may proceed, Mr. Allen. 
Mr. Auten. Thank you, Mr. Patman. My prepared statement is 
quite brief, and I would like to read it. 
Mr. Parman. Goright ahead and read it, sir. 
Mr. ALLEN. Yes, sir. 


STATEMENT OF CARL E. ALLEN, PRESIDENT, FEDERAL RESERVE 
BANK OF CHICAGO 


Mr. Auien. I am here today at your request to testify on H.R. 8516, 
and I want to be as helpful as possible. As you stated, Mr. Chairman, 
when you announced hearings on H.R. 8516, the bill calls for retire- 
ment of the capital stock of the Federal Reserve banks and thereafter 
for banks which are members of the Federal Reserve System to hold, 
in leu of capital stock, certificates of membership costing $10. 

The bill should not, in my judgment, be enacted, even though the 
Federal Reserve banks have.no financial need for the funds repre- 
sented by their capital stock and the U.S. Treasury could make good 
use of the dividends presently paid on that stock. 

My reasons for opposing enactment of H.R. 8516 are: 

(1) The subscription to capital stock is an aspect of the institu- 
tional concept which the Congress chose to adopt in establishing the 
Federal Reserve System. <A consideration in the mind of the Con- 
gress was, I am sure, the desirability of an institutional framework 
which merged public and private interests, with the Board of Gov- 
ernors exercising general supervision over the activities of the 12 
regional banks but with each bank having its own board of directors. 
The Congress devised a combination of centralization and decentrali- 
zation which is unique among central banks and appropriate to our 
country’s size and variety of economic activity. That framework 
and combination, including the ownership of capital stock by the 
member banks, has existed for more than 45 years and, in my judg- 
ment, has served the public interest. The argument may be made 
that replacement of capital stock by mamberttiiy coueimbeiea would 
not destroy the combination of public and private interest which the 
Congress conceived. Over the years, however, the capital stock own- 
ership has become a traditional aspect of that combination, and the 
proposed change would diminish its effectiveness even if it did not 
clestroy it. 

(2) The dividends on capital stock paid to member banks provide 
a partial offset to the cost of membership represented by reserve re- 
quirements. Iam sure that the obligation to own stock of the Federal 
Reserve banks is not unwelcome to the member banks. The 6-percent 
dividend is attractive, particularly because it is so assured. I have 
never heard of a nonmember bank which considered the stock sub- 
scription a burden or bar to membership; on the contrary it is re- 
garded as a desirable aspect of membership. Nor have I heard of 
a bank which was withdrawing from membership in the System give 
as a reason that it wished otherwise to employ the funds invested in 
capital stock. Elimination of the capital stock of Federal Reserve 
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banks would be more likely to result in withdrawal of members from 
the System than in additions to membership. 

In announcing these hearings, your chairman correctly stated that 
less than half of the commercial banks operating in this country are 
members of the Federal Reserve System. It is true, too, that with 
few exceptions the nonmembers are the smaller banks. I do not 
believe, however, that enactment of H.R. 8516 would result in a net 
addition of members because , as I said above, ownership of Federal 
Reserve bank stock with its 6-percent dividends is an attractive rather 
than a burdensome feature of membership. 

The reserve requirements of the Federal Reserve System, as com- 
pared with those required under State laws, provide the principal 
reason why many banks do not become members. To cite the seventh 
Federal Reserve district as an example, our district is comprised of 
parts or all of five States, and in each of those States, the reserve 
requirements which must be observed by nonmember banks are less 
burdensome than the reserves currently required to be maintained by 
member banks with the Federal Reserve Bank of Chicago. I have 
no reason to believe that this does not hold true in the other Federal 
Reserve districts. The table set forth below shows quite clearly that 
banks which are members of the Federal Reserve System in effect pay 
a charge, through the maintenance of reserves at the Federal Reserve 
banks, which is many times the dividends received on their holdings 
of Federal Reserve bank stock. 


Distribution of deposit liabilities and cash assets among all insured commercial 
banks according to membership status of banks, Dec. 31, 1959 


[Dollar amounts in millions] 

















Percent to deposits of— 
Cash 

Deposits assets ! Reserves | Cash and 

Total cash | at Federal | deposits 
assets Reserve | with banks 

banks 

Ali member banks....................--.... $184, 707 $43, 509 23. 6 9.7 13.9 
Insured nonmember commercial banks. --- 33, 795 5, 651 SOO Bakcnde caine 16.8 
All insured commercial banks_.----- 218, 502 ie RE Sa Pee 

















1 Cash assets include reserves with the Federal Reserve banks, cash in vault, time and demand balances 
with banks, cash items in the process of collection. 


Norte.—Since reserve requirements differ among banks and are less for time than for demand deposits. 
the percentages of cash assets to deposits are influenced, but not significantly, by differences in the size and 
composition of deposits of member and nonmember banks as well as by membership status. 


Source: Federal Reserve Bulletin, April 1960, pp. 389 and 391. 


I have mentioned the relative size of reserve requirements. In the 
case of the smaller banks, I should add that the paperwork required 
of member banks in computing and reporting their reserve positions 
at frequent intervals is a definite and an added burden as compared 
with small banks which are not members. I repeat that the dividends 
received on Federal Reserve bank stock represent only a partial offset, 
for smaller banks, in particular, to the cost of membership. 

Because the point has been made that so many small banks have not 
seen fit to join the Federal Reserve System, and in the thought that 
it may be of interest to this committee, I will state what I know to be 
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another deterrent to membership for many small banks. It is their 
feeling that rules, regulations, and supervision of member banks are in 
large part under the control of and subject to change by the Federal 
Reserve Board in Washington, their dislikes of a continuing trend, as 
they see it, toward more Federal and less State Ss and their 
preference for supervision of their own banks y local officials with 
whom they are acquainted and who are elected by the voters of the 
State or otherwise accountable to them. I have said that the Federal 
Reserve System is a combination of centralization and decentraliza- 
tion. Many owners and operators of small banks believe that cen- 
tralization has been emphasized at the expense of decentralization. 
Retirement of the stock of the Federal Reserve banks would strengthen 
that belief. 

Another aspect of the subject that should be kept in mind is that na- 
tional banks under the law must be members of the Federal Reserve 
System. When the national banking system was originated durin 
the time of the Civil War, the banks were given the privilege o 
issuing their own notes secured by Government bonds. The note 
issue privilege was a very valuable right and was the basis for the 
success of the System. Some years after the Federal Reserve System 
was established this privilege was effectively withdrawn and national 
bank notes were redeemed, entailing a loss of earning power to na- 
tional banks. 

If the Congress and the executive branch of the Federal Government 
place a value on the maintenance of the national banking system and 
desire to maintain it, it should be their concern to retain advantages 
that accrue to membership in it, including an attitude of considera- 
tion at least equal to that shown by the several States to banks in the 
State systems. 

That completes my statement. 

Mr. Parman. Thank you, sir. Mr. Reuss, you may proceed and I 
suggest that we start with the members of the committee and allow 10 
minutes each. I will ask the clerk to keep the time and indicate to 
each member when his time expires. Then the other members of the 
House Banking and Currency Committee who are here, after the mem- 
bers of the subcommittee have asked questions, will be privileged to 
ask questions, too, if they desire to do so. Mr. Reuss. 

Mr. Reuss. Thank you, Mr. Chairman. I welcome you, Mr. Allen. 
You are the president of the Federal Reserve bank having jurisdiction 
over my part of the State of Wisconsin and specificall over Mil- 
waukee, and I want to commend you on the excellent job done by your 
bank. I particularly would like to say a good word for the most 
excellent newsletter ; I forget the exact—— 

Mr. Aten. Business Conditions. 

Mr. Reuss. Business Conditions, which you get out periodically. 
Hardly an issue goes by without at least one incisive article. I am 
thinking of one on the economy of Milwaukee and Indianapolis which 
you got out a year ago. I felt that was excellent and I am sure my 
colleague, Mr. Barr, feels the same way about what you did as to the 
economy of Indianapolis there. 

You — a straightforward statement here which leads to some 
things I would like to ask you about. Your first objection to the 
enactment of H.R. 8516 is that it interferes with the institutional con- 
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cept of the Federal Reserve System. Let me say right off that I 
approve in general of the institutional interrelationships of the private 
banks and of national monetary authority in the Federal Reserve 
System. 

I wonder, however, if in the event of the enactment of this bill, the 
main features of that institutional system would not still remain. 
After all, the method of electing bank directors of each of the 12 
constituent banks would be unimpaired, and that is the real institu- 
tional pluralism of the system, is it not? 

Mr. Auten. That comment is well made, Mr. Reuss. I feel, how- 
ever, that this matter of the stock has become a traditional aspect. 
After I had written my statement in this regard, I found an excerpt 
from the 1952 report of the Subcommittee on General Credit Control 
and Debt Management of the Joint Economic Committee, page 60. I 
believe Mr. Patman was chairman of that subcommittee, and he wrote 
a better statement on this subject than mine. They studied it at great 
length and I know Mr. Patman familiarized himself with it over the 
years, and I would like to read this very brief excerpt from that state- 
ment which I believe answers your question, if it is in order to do so. 

Mr. Reuss. Allright. I don’t want to take up too much of my time, 
but if it is very brief, why don’t you read it? 

: ne Au.EN. I will now quote the excerpt to which I have just re- 
erred: 


The private ownership of the stock of the Federal Reserve banks is one of the 
anachronisms which, although it has lost its original significance, lives on because 
it continues to be practically useful. One of its functions is to serve as a memo 
from Congress to itself that it has chosen to leave to the System a great deal 
of autonomy in its day-by-day and year-by-year operations. This is so because 
as long as the private ownership continues, the System will not be amenable to 
the ordinary techniques of detailed congressional control. 

The private ownership of the stock of the Federal Reserve banks also serves 
as a practical and well-understood link between the System and the private 
business community and has been a great help in obtaining the services of able 
men as directors of Federal Reserve banks. In theory, an equally effective link 
might be established by other means as by the election of local advisory com- 
mittees, but a newly established link would not enjoy the sanction of tradition 
and it would be difficult to devise one which would conform so well to the mores 
of the business and financial communities. 


I thought that was very well said. 

Mr. Reuss. As long as you have cited the Congress on this point, let 
me cite your people on this point. One of my favorite books is “Ameri- 
can Monetary Policy” by the late revered Dr. Goldenweiser. I quote: 

Federal Reserve stockownership is essentially a formality without correspond- 
ing powers or obligations. In effect, it is more in the nature of a compulsory 
contribution than an active proprietorship. Consequently, the ownership of Fed- 
eral Reserve bank stock makes little difference. 

Thus, Goldenweiser. 

I suspect the truth of the matter is if you had to select between 
those 45-year-old institutional arrangements which are more impor- 
tant to the existence of the structure as we know it and those which 
are less important, I suspect that this question of stockownership 
would be cast into the less important category, that is to say, less im- 
portant than the method of electing directors of the banks, for ex- 
ample. Would you not agree? 

Mr. ALLEN. Yes, I think I would agree with that, Mr. Reuss. It 


would depend on your and my definitions of important and unimpor- 
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tant factors, but I would certainly agree that there are more impor- 
tant factors than this one. 

Mr. Reuss. I note that you say on the bottom of page 1 of your 
statement that the U.S. Treasury could make good use of the divi- 
dends presently paid on the stock to member banks. I think that the 
present dividends systemwide are now on the order of $24 million a 
year. Does that coincide with your impression ? 

Mr. Auten. That is correct, and, of course, a large portion is tax- 
able, Mr. Reuss, which is a factor; not all of it is. 

Mr. Reuss. In our State of Wisconsin, for example, it is, I think, 
very largely not taxable under State income tax laws. 

Mr. Auten. Mr. Reuss, I am referring to the tax exemption feature 
of dividends on Federal Reserve bank stock issued prior to 1942. 

All stock—well, I should say when the act was first written, it said 
that the dividends on all stock would be free of taxes. The Congress 
changed that in 1942 and Federal Reserve bank stock issued after 
that date, some date in March of 1942, the dividends on it are taxable 
and it might be of interest to you that in the seventh Federal Re- 
serve district approximately 29 percent of our stock now outstanding 
is tax-free as to dividends. The balance is taxable. 

Mr. Reuss. What you are saying then is that that $24 million a 
year, less whatever recovery there is via the tax route, would be a 
great helper in these days when Congress necessarily must, in the in- 
terests of fiscal responsibility, strive for balanced budgets and sur- 
pluses in prosperous years so that the national debt may become 
manageable. 

You would agree that $24 million is not peanuts. 

Mr. Auten. I am saying that any money that the Treasury can 
properly get hold of is good for them. It is good for the country. 

Mr. Reuss. And I would agree with you there, sir. So that the 
question really facing us in the Congress, who have this bill before 
us, is whether the doffing of the cap to institutional arrangements is 
worth $24 million a year to the taxpayers. 

Mr. Aen. I think you have summarized it very well, $24 million 
less the tax effect which was mentioned. 

Mr. Reuss. And I am glad we had this interchange because so often 
defining the issue is half the battle, and both executive and legislators, 
like ourselves, know what we are talking about. 

Mr. Auten. I think perhaps my second reason should be included 
as something to be weighted and it doesn’t exactly bear on the insti- 
tutional content. I agree with you, though, that that is the problem, 
to weigh the income to the Treasury as against what I call bad effects 
on the other side. 

Mr. Reuss. I should know how stock membership in a Federal 
Reserve bank is determined? Does the amount vary with the size or 
assets of the bank or is it a flat fee ¢ 
Mr. Auten. It varies with the capital stock and surplus of the 
bank. The Federal Reserve Act provides that a member bank sub- 
scribe for 6 percent of its capital and surplus and pay in 3 percent. 
We have the right to call the other 3 percent, but it has never been 
called. 

Mr. Reuss. And these don’t have any necessary relationship to the 


amount of reserves that each bank is required to post with the Federal 
Reserve ? 
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Mr. Auten. No; those reserves are based on deposits, Mr. Reuss. 

Mr. Reuss. All right. So that the dividends now paid by the Fed- 
eral Reserve to the banks of their stock are not necessarily related to 
the obligations that that particular bank has to the Federal Reserve. 

Mr. Auten. That is correct. They are related otherwise to the cap- 
ital stock and surplus. 

Mr. Reuss. Thank you, Mr. Chairman. 

Mr, Parman. Mr. Johnson, a member of the subcommittee, will be 
recognized for questioning at this point. 

Mr. Jounson. Mr. Allen, I am intrigued with the problem that this 
bill poses and certainly one who is in the position that you are as 
president of the Federal Reserve bank must find this a shift from 
what you are accustomed to thinking. You will recall that this com- 
mittee a year ago had under consideration a bill which involved 
modifying the counting of vault cash. 

Do you recall that bill? Were you generally in sympathy with 
that bill as it finally became law? 

Mr, Auten. Yes, Mr. Johnson, I was. As you doubtless know, that 
law took cognizance of the situation, particularly in the country banks 
which are far removed, many of them, from Federal Reserve cities 
and necessarily carry more cash than the bank which is across the 
street or a block away from the Federal Reserve bank. It gave con- 
sideration to that situation. 

Mr. Jounson. I represent a district in which there are such banks 
in northern Colorado. Secondly, that bill, as it was approved by 
Congress, took cognizance of the difference between the requirements 
for reserves in central Reserve cities, as they had been called, and 
Reserve cities. 

Now, you represent what had been and still is for another year or 
two a central rve city; isn’t that correct ? 

Mr. Auten. Well, I work in that city. I wouldn’t say that I rep- 
resent only it. 

Mr. Jounson. To put it another way, your bank was one of the 
central Reserve city banks? 

Mr. Auten. That is correct; Chicago is a central Reserve city. 

Mr. Jounson. And the requirements in Chicago and New York 
were significantly different from the requirements in Reserve city 
banks as distinguished from country banks, and your bank, therefore, 
enforced a higher reserve requirement on Chicago banks than it did 
on others? 

Mr, Auten. We still do. 

Mr. Jounson. And you still do. Now, were you generally in sym- 
pathy with the action taken by this committee in giving the Board 
of Governors, power at a suitable time, by a suitable means, to grad- 
ually abandon the central Reserve city concept and simply put you 
on a par with the other Reserve city banks? 

Mr. Auuen. I was in sympathy with that, and am. 

Mr. Jounson. And you feel that this is being properly adminis- 
tered and the will of Congress will be effectively accomplished ? 

Mr. AuxEn. I am sure the Board will follow the law. 

Mr. Jonson. Now, having established these two points, do you 
not feel that these were modifications in the institutional structure 
which the Congress had originally approved for the Federal Reserve 
System when the act was originally passed ? 
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Mr. Au.EN. I am not sure I would agree with the word “institu- 
tional.” They were changes in the law as originally passed. 

Mr. JoHnson. But the word “institution” has many meanings. One 
of its meanings is a legal system by which a certain pattern of be- 
havior and practices is established, and it was within that concept 
that I used the word. 

Mr. Auten. Of course, the Board of Governors still has leeway 
between maximum and minimum limits on reserves as it did before. 

Mr. Jonnson. I understand, but you do not expect that after 3 
years they would be able to or would dare to have a different require- 
ment for New York and Chicago than they would have for, let us 
say, any other Federal Reserve bank. 

Mr. Auten. I would not expect them to. 

Mr. Jounson. The reason I make this observation is that you speak 
of the existing stockholding as being a traditional or institutional 
arrangement in that respect. Can you establish a significant dis- 
tinction between this factor of Federal Reserve existence and the ones 
we have just alluded to, which have been modified with your consent 
by this committee, during this same Congress ? 

Mr. Auten. The stock in the Federal Reserve banks, Mr. Johnson, 
is owned by all member banks. 

Mr. Jonnson. I understand that. 

Mr. Aten. And despite the fact that the amounts of ownership 
vary in that the small bank has less stock than the large bank, each 
bank has one vote in the election of directors. A small bank has just 
as loud a voice as a larger one. I feel that the present system of di- 
rectors in the Federal Reserve banks has worked well and is working 
well and I believe that this ownership of stock, as so well phrased 
by others, is a traditional concept which has been in force for 45 years. 

It has worked well, and I would advise that it be left alone. 

Mr. Jonnson. I wouldn’t want what I have said to seem to suggest 
that I was necessarily criticizing the way it has worked. But let me 
go on to another point. In the history of regulation of anything, pub- 

ic utilities, airlines, truckers, would you not agree that it frequently 
occurs, that the regulated become increasingly powerful in influencing 
the regulations so that the regulators frequently end up serving the 
regulated, rather than the people whose interest they were originally 
appointed to serve ? 
r. ALLEN. I have no doubt but what that has occurred, Mr. John- 
son. 

Mr. Jounson. I appreciate your saying that, because I think there 
is substantial evidence in almost any year, certainly in any decade, that 
this does occur. Now, are you familiar with the Federal Reserve 
monograph that was submited to this committee in conjunction with 
the bill passed last year; do you recall the memorandum which ap- 
peared in the hearings ? 

Mr. AttEN. Iam sure that I read it, Mr. Johnson. 

Mr. Jounson. It was a staff memorandum. I mention it only be- 
cause it was something of a shock to me. I have taught courses in 
money and banking for the American Institute of Banking in Denver. 
I have a graduate degree in this field from the University of Wiscon- 
sin. I was surprised to find that the Federal Reserve staff was ap- 
parently more concerned with raising the level of bank profits, which 
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they showed to be between 8 and 10 percent. I judge this to be a fairly 
acceptable earnings position, although I find now that I am apparently 
a little imme a 9 my thinking. Apparently, modern thought 
leans toward a 12- or 13-percent return, if I understand our public offi- 
cials in the banking field correctly. 

I was surprised to find that the Federal Reserve staff had reached 
the conclusion, apparently that it was a part of their primary con- 
cern to increase the earning assets and increase the earnings ratios of 
banks, which already appeared to me at least to be fairly adequate. 
The evidence given in support of the shift was that industrial firms 
were making 12 and 13 percent and presumably, therefore, banks 
should also be helped officially to do so. 

Do you believe it is going to be your primary responsibility to in- 
crease bank earnings after they have reached 10 percent ? 

Mr. Aten. Ido not, Mr. Johnson. But I think it is very important 
for me and for you and for the country that banks make a satisfactory 
return. 

Mr. Jounson. I fully agree. 

Mr. Auten. Figures I have seen and have before me indicate that 
all insured commercial banks in the 13 years ended with 1959 averaged 
8.1 percent on capital, whereas manufacturing, and this includes some 
seven or eight categories, averaged 12.3. I was in the banking busi- 
ness for many years. I think it has the desirable attribute of fairly 
consistent and stable profits. 

Mr. Jounson. I think the record will bear that out. 

Mr. Auten. I think that I would be very much concerned and we 
all should be very much concerned if the profits of the banking busi- 
ness became excessive. I don’t feel that they have become excessive. 

Mr. Jounson. Now, if I may ask you one final question: If you were 
a Member of Congress and you found a regulatory body less con- 
cerned with the taxpayers’ burden of paying interest on the public 
debt and keeping to the minimum the net burden of public debt trans- 
actions (just to take that as one item of Federal Reserve activity) 
than they were with earnings of banks at a time when bank earnings 
were already above 8 percent, would you not feel perhaps that the reg- 
ulated were having undue influence on the attitude of the staff of the 
regulators ? 

Mr, Auten. Based on your premise, the answer may be “Yes,” but 
I do not feel that the Federal] Reserve Board or its staff are unduly 
concerned about the profits of the banks. 

Mr. Jounson. Mr. Chairman, if Mr. Allen has any comment he 
wishes to make with respect to the memorandum which appears in the 
hearings on the vault cash bill last year, I would be happy for him to 
insert it. 

Mr. Parman. You may insert it in connection with your transcript 
when you correct it, Mr. Allen. Will that be OK? 

Mr. Auten. Yes. 

(Mr. Allen submitted the following comment with reference to the 
section “Relation to Bank Earnings” in the staff memorandum :) 

The section in question refers to the desirability of adequate and improved 
capital positions of banks and points to the part which bank earnings play in the 


attainment of such positions. Reference is also made to the fact that, in order 
to provide an adequate margin of protection for depositors, banks must be in 
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a position to attract investment of capital from stockholders by paying dividends 
that are competitive with other investments. 

I have referred at this hearing to bank earnings over the 13-year period ended 
with 1959 as compared with the earnings of manufacturing concerns over the 
same period. The table upon which my testimony has been based is the 
following: 


Ratio of profit after taxes to capital or stockholders equity 





1947 | 1948 | 1949 | 1950 | 1951 | 1952 | 1953 | 1954 | 1955 | 1956 | 1957 | 1958 | 1959 | Aver- 





age 
Banks: 
All insured commer- 
cial banks. --....---| 8.2 | 7.4 | 7.9 | 8.5] 7.8) 80) 7.9) 941] 7.9] 7.8|82/]96] 7.9 8.1 
Central Reserve city 
member banks-__---| 6.4 | 6.2 | 5.5 | 64/62] 7.3) 66/82] 7.0) 69] 7.8} 9.4] 7.2 7.0 
Reserve city member 
banks---.-_-_- 8.1] 7.4/83/)88) 81/81/85) 98) 88/86] 89 1101) 8.5 8.6 


Country member 


banks. .........-.-.| 9.0] 7.8 | 88/9.2/]82/)81)]81)]9.8] 7.7] 7.4] 80] 9.4] 7.6 8.3 

Nonmember banks...|10.3 | 9.4 {10.1 |10.1 | 9.2 | 9.0} 8.4 10.4 / 7.9/8.2) 83/9.1/ 8.5 9.1 
Manufacturing: 

Machinery - -.-------- 16.6 |16.2 |12.1 |16.2 |13.4 |12.1 |10.9 | 9.9 |11.0 |12.1 /11.3 | 8.2 110.9] 12.3 
Vehicles and trans- 

portation equip- 

SER RES a 558 10.9 |16.2 {18.1 |21.5 |13.4 [13.5 |13.8 |14.6 |20.1 |13.5 |14.3 | 88 }12.8| 14.7 
Metals and metal 

products_.........-.|13.6 [14.8 | 9.5 |14.8 |12.5 | 9.5 |10.4 | 8.7 |12.6 12.9 {10.2 | 7.2) 84] 111 
Chemicals, petro- 

leum, and coal_..._.|15.2 |18.1 |12.3 [15.3 [14.3 |12.3 |12.3 |12.1 |13.8 |13.9 |12.6 |10.4 |11.2] 13.3 


Food, tobacco, and 
textiles and apparel _|17.5 |14.6 |10.2 |12.2 | 84/63] 68/60) 7.9 | 84] 7.5 | 7.5) 9.1 9.4 
Other manufacturing: 
Lumber, paper, 
rubber, ete......... 17.7 {15.3 |10.3 |15.8 {13.0 | 9.8 | 9.6 | 9.4 |12.0 |12.0/| 97/83/1105] 1L8 















































Sources: Banks—Federal Reserve Bulletin for years 1947-58; 46th Annual Report of the Board of Gov- 
ernors and FDIC press releases for 1959; manufacturing—Quarterly Financial Report for Manufacturing 
Corporations, Federal Trade Commission and Securities and Exchange Commission. 


If the staff memorandum had been limited in its reference to bank earnings 
to suggesting that they should be competitive with those of manufacturing and 
trade, without mentioning that manufacturing and trade corporations are gener- 
ally subject to greater risk and more severe competition, I can understand how 
the inference might be drawn that the staff had failed to give adequate consider- 
ation to the varying aspects of the different types of business. However, the 
staff memorandum points out that banks are protected to some degree from com- 
petition by public regulation. It also states, when commenting upon a table 
showing that bank earnings relative to net worth have been below those of 
manufacturing and trade corporations, that manufacturing and trade corpora- 
tions are generally subject to greater risks and severe competition. 

After reviewing the staff memorandum I continue to feel that the only interest 
the Board of Governors and its staff have in bank earnings is a proper concern 
that those earnings be sufficient to assure a sound banking system which will 
adequately serve the needs of an expanding economy. 


Mr. Parman. Mr. Vanik, a member of our subcommittee just came 
in. Would you like to ask questions ? 

Mr. VaniK. I will pass. 

Mr. Parman. Then I will ask some questions at this point. 

Mr. Allen, the justification for this hearing, I think, is to determine 
who owns the Federal Reserve System. 

Now if the private banks had never asserted ownership, there would 
be little occasion for this hearing. The question whether the system 
should continue paying the banks 6 percent interest on the funds they 
have put into the so-called stock would, I think, long ago, have been 
settled. 

Over the years, however, the member banks have tended to assert 
ownership of the Federal Reserve System and the Federal Reserve 
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System has more and more, I think, rather corroborated these conten- 
tions. 

So it becomes a case that is similar to what could be considered in a 
State court as a trespass to try title, in other words to see who owns 
the property involved. 

ow you do not assert that the commercial banks are owners of the 
Federal Reserve banks because they have invested 3 percent of their 
capital and surplus in this so-called stock, do you, Mr. Allen? 

r. ALLEN. I donot, Mr. Patman. 

Mr. Parman. You do not agree that the banks own a proprietary 
interest in the Federal Reserve banks, do you ? 

Mr. Auten. I do not. 

Mr. Parman. Good, that is clear. 

Now if all bankers understood that and didn’t speak in an opposite 
fashion, I don’t think we would have any question here; but in recent 
years more and more of the bankers have said they own this System; 
and people generally are beginning to say, “Why the Federal Reserve 
banks are owned by the member banks.” 

When I raised some questions about the expenditure of funds last 
year, and the year before, some of the Federal Reserve bank officials 
told the newspapers, “These funds belong to us. We are just like any 
other business corporation. We can spend this money as we want to.” 
You don’t agree to that, do you, Mr. Allen ? 

Mr. Auten. I do not, Mr. Patman, and my experience has been dif- 
ferent from yours. I have not found that either the member banks 
or others have increasingly said that the member banks own the Fed- 
eral Reserve banks. 

Mr. Patman. Well, I am going to give you plenty of opportunity 
to expand on that as we go along in these hearings, Mr. Allen. 

Now if I understand the law correctly, member banks get 6 percent 
interest each year on their investment in the so-called stock, but that 
is all they get, and that is all they are entitled to. Is that correct? 

Mr. Auten. That is correct. 

Mr. Parman. Everything else belongs to Uncle Sam. Now a pro- 
prietary interest in the System, if it existed, would contemplate own- 
ership and control. In the event of dissolution of the corporation, 
the assets of the corporation, after the payment of legal claims, of 
course, go to the owners of the corporation. In other words, the assets 
are divided among those having a proprietary interest. And that is 
true in this case. The 1913 act which set up the Federal Reserve 
states that in case of dissolution, the assets will go to Uncle Sam. 

The owners of this so-called stock, on the other hand, are entitled 
to the funds they invested in the stock plus 6 percent. That is all 
they are entitled to, and they have no other claim. 

Mr. Allen, at the end of the year 1959, the Federal Reserve Board 
voluntarily took out of the surplus funds of the Reserve banks $266 
million and gave it to the Treasury. The money belonged to the 
Treasury anyway. You had approximately a billion dollars in sur- 
plus at the time. The Board stated that the reason for turning in 
$266 million was that this would enable the President to balance the 
budget more easily in the coming year. I thought it was a noble 
purpose. But is there any reason why you should not have turned 
over to the Treasury all of. that surplus? Is that surplus needed for 
anything in the world? 
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Mr. Auten. Mr. Patman, we get back, I think, to the institutional 
concept. I agree with comments I have read that you have made 
before, to the effect that because of our powers we don’t need any 
funds. But we are Federal Reserve banks. We are called banks. 
The law provides that we have a capital. In some respects I think 
it is desirable for the central bank of our country to follow business 
practices and business concepts. 

Mr. Parman. Well, now, Mr. Allen, let me ask you this: Name me 
_ i 4 gone for which you will ever be called upon to use the surplus 

s? 

Mr. Auten. Mr. Patman, I can’t prophesy the future, but I know 
that there have been years in the past when some Federal Reserve 
banks made no money, that is, showed no earnings, and we have, as 
you well know, a very large holding of U.S. Government securities. 

I think it unlikely that those surplus funds will be required. I think 
it desirable for us to have them, 

Mr. Parman. Now let me ask you this double-barreled question 
about capital funds and surplus. Are those capital funds, about $400 
million, and the surplus funds that you have aggregated, about $760 
million, now invested ? 

Mr. ALLEN. No, I would say they are not invested. 

Mr. Parman. And they have never been invested, have they ? 

Mr. Auten. Well, I am not sure about the start of the System. In 
the early days the banks paid in their subscriptions to capital stock 
in the form of gold, a large part of it was in the form of gold. 

Mr. Parman. Well, isn’t it a fact, Mr. Allen, that instead of being 
invested, the only part of the stock used in the early days was to pay 
operating expenses of the banks? 

Mr. AtLten. You may know more about those early days, Mr. Pat- 
man, than I do. 

Mr. Parman. The only use that had ever been made of the capital 
funds, according to several different histories of the Federal Reserve 
System, was to pay operating expenses of the banks. Then you found 
you had the power to create money to buy unlimited amounts of 
securities and the interest from those securities has been more than 
enough to pay operating expenses of the banks. 

Mr. Auten. Unquestionably we did and unquestionably that was 
one of the reasons for having capital stock in the first place. 

Mr. Parman. Therefore, it is not in a true sense capital stock. 
Otherwise, you would not have ever used it for that purpose. 

Mr. Auten. I agree it is not capital stock in the generally accepted 
sense of capital stock. 

Mr. Patrman. Now since there is no need for it, and other nations 
of the world don’t have capital stock, in their central banks, what use 
or purpose does the capital stock and surplus serve except to perpetuate 
the concept of a private business having in the normal and traditional 
way capital stock and a surplus? 

Mr. Auten. I think it serves very little purpose other than that, 
Mr. Patman, but I am not convinced that because other countries of 
the world operate differently than we do, that we are wrong. I have 
visited many of these central banks. I don’t think there are many 
in Europe that are any longer owned by private individuals. There 
are one or two banks, but not many. 
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Mr. Patman. I don’t want to take up too much time because I am 
extremely anxious for all of the members interested in this to have an 
opportunity to interrogate you, the president of the second largest 
Federal Reserve bank in the Nation, but I want to bring up one point 
about this adverse position. 

By the reports I get from your bank, the visitors begin to say this 
bank in Chicago is owned by the member banks, lock, stock, and 
barrel; it is not connected with the Government at all. 

Mr. Auten. Excuse me, Mr. Patman, if you can give me the name 
of any one of our employees that said that, I would like to have it. 
That is not our procedure. 

Mr. Parman. A couple of years ago I had occasion to examine the 
audit reports on the Chicago bank, and I made a statement which 
found its way into the press in Chicago. The Chicago Tribune, the 
front page, February 12, 1958, carried this statement about the infor- 
mation I had given to the press. In that statement, I said that the 
Chicago bank was paying country club dues and expenses for Christ- 
mas remembrances and contributions to different organizations of all 
types not connected with the bank; and I compared it with what 
would happen if the postmasters use the money they take in from 
the sales of postage stamps for such purposes. 

These are good purposes, no doubt, and I would not object to anyone 
who used his own funds or could properly use a private corporation’s 
funds for these purposes. But I looked upon the bank funds as public 
funds, and I criticized their being used in these ways. 

Here, for instance, is what one your officers said. Who is Mr. 
Fred Wilson? Is he assistant vice president of the Federal Reserve 
Bank of Chicago? 

Mr. Auten. He was. He retired about a year ago. 

Mr. Parman. The Chicago Tribune of February 12, 1958, reports: 


Fred Wilson, assistant vice president of the Federal Reserve Bank of Chicago, 
said yesterday that Representative Wright Patman, Democrat, of Texas, “prob- 
ably has the facts about Federal Reserve bank expenses, but obviously is misinter- 
preting them.” 

“A Federal Reserve bank is owned lock, stock and barrel by its member banks,” 
explained Wilson. “There is no taxpayer money involved, and we are not sub- 
ject to the Federal Government’s accounting. 

“We try to be a part of our community just like any private institution, busi- 
ness, or industry.” 

Then Mr. Wilson is quoted as explaining about the country club 
and golf expenses, the different gifts, the Christmas donations, the 
style shows, the women’s luncheons, and so on, which he says are 
normal business expenses for other business firms in Chicago. So 
there is a newspaper quotation from her very first assistant, Mr. 
Allen, saying that the Federal Reserve bank is owned lock, stock, and 
barrel by the member banks. Now you dont’ agree with that, do 
you? 

Mr. Atten. I do not. 

Mr. Parman. Did you know that this statement was issued by Mr. 
Wilson ? 

Mr. Atxen. I knew nothing about it until it had been issued. 

Mr. Parman. And you read it, didn’t you, in the paper ? 

Mr. Auten. I believe I did. I don’t recall it specifically. 

Mr. Patman. Did you do anything to correct it or refute it, Mr. 
Allen ? 
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Mr. Auten. Only to tell Mr. Wlison I did not approve of the 
statement. 

Mr. Parman. Now these contributions that were made so gener- 
— by your bank, are you still doing that ? 

r. Auten. Mr. Patman, you have mentioned this subject many 
times. I think you and I might agree in large part on it, at least 
in part on it. I have been in the Federal Reserve Bank of Chicago 
a little over 314 years. This matter of Christmas remembrances is, in 
my judgment, a matter of management decision. The total amount 
was quite small in the light of our total expenses. I felt, and I learned 
about this before you did—I felt that it was excessive. As you know 
from some of your releases, that amount, while quite modest perhaps 
in connection with what others do in that area, amounted to close to 
32,000. 

As I say, I felt that was excessive. I have worked as rapidly as I 
felt was feasible. You asked if we had done anything about it. Last 
year it was $241. 

Mr. Parman. The principle is still there. 

Mr. Auten. The principle is still there. 

Mr. Parman. I am not objecting to the amounts, if it is proper 
for you to spend public funds for these purposes; there is no limit 
to the amount, but the principle is there. 

What difference is there in your using public money that way and 
the postmaster in Chicago using public money in the same way ? 

Mr. Auten. I don’t know what the postmaster does, Mr. Patman. 
I will say this: We operate a bank with approximately 2,950 em- 
ployees. We draw those employees from the local community, and 
in doing so we compete with large private commercial institutions. 
These small amounts that I am mentioning, it was about $240 last 
year. I construe those to be nods of appreciation to some people who 
do quite faithful work. 

Mr. Parman. That is very fine. I wouldn’t have any objection if 
people were using their own money and not public funds, but the 
postmaster probably has as many employees as you have, and I 
imagine he has as many cases that touch the heart as you have. He 
has occasion to contribute to as many different worthy causes as you, 
but I don’t think you would find the postmaster doing that with 
public funds, Mr. Allen. 

Mr. AttEN. Well, perhaps you and I, while we agree in some re- 
spects in this area, don’t agree in all. 

Mr. Parman. All right, my time has expired. I want to yield to 
the other members of the Banking and Currency Committee who are 
here. Although they are not members of this particular subcommit- 
tee, we are extremely anxious for them to ask questions. But may I 
mention, the other day I received your audit report for 1959. But I 
did not receive the supplemental memorandum. 

The auditors who make the report also give you a supplemental 
memorandum concerning the audit that goes into more of the detailed 
7 a i about the officers and irregularities and things like that, don’t 

ey 

Mr. Auten. Mr. Patman, they give no such memorandum to me or 
to any officers of our bank. 

Mr. Parman. Do they give it to the Federal Reserve Board ? 
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Mr. Auuen. I have heard that they do file supplementary memo- 
randums with the Board, but I have never seen one and know nothing 
about it beyond that. 

Mr. Parman. Mrs. Griffiths, would you like to ask questions? 

Mrs. Grirrirus. Thank you. I would like to ask a question. May 
I ask you what is the average amount invested by the average bank in 
this stock ? 

Mr. ALLEN. The ave amount ? 

Mrs. Grirrirus. Yes, if you could name it. 

Mr. Auten. Well, I guess I could figure that out. We have, at the 
present time, $55 million of stock out and we have just over a thou- 
sand members; so a thousand into that would leave $55,000. 

Mrs. Grirrirus. If they no longer use gold, how do they pay that? 

Mr. Auten. They just give us checks on other banks. 

Mrs. Grirrirus. So there is no real money transaction ? 

Mr. Auten. Well, yes, there is a check on a deposit. In other 
words, if a bank joins the System and is required to buy the stock, 
say a little bank in a small town, they are probably carrying their 
reserves with some large bank in Chicago or New York or St. Louis 
and they give us a check on that bank. 

Mrs. Grirrirus. What do you do with it? 

Mr. AuLEN. We present it through the normal channels and get 
paid from that bank. The result of the transaction is that reserves 
carried with us by the bank on which the check is drawn are decreased 
and our capital stock is increased by that amount. 

Mrs. Grirrirus. Do you give the member banks a stock certificate? 

Mr. Aten. We do, Mrs. Griffiths. 

Mr. Grirrirus. What can they do with the stock certificate ? 

Mr. Aten. They cannot do anything but hold it. They cannot 
hypothecate it or sell it. They hold it and receive dividends. 

Mrs. Grirrirus. What would you do with the money with which you 
pay dividends if you didn’t have to pay dividends; what would happen 
to that money ? 

Mr. Artten. Under our current procedures, that money would go to 
the Treasury of the United States. 

Mrs. Grirrirus. That would be larger than the amount of money 
which went in taxes, wouldn’t it? 

Mr. AtLEN. Well, as we pointed out earlier, the total amount of divi- 
dends paid approximates $24 million. 

Mrs. Grirrtrns. And that $24 million would go into the Treasury 
of the United States if you didn’t have to pay the dividends? 

Mr. Auten. It would go except that under the current law 70 percent 
or more of those dividends are taxable to the recipients. 

Mrs. Grirrrrus. If the bill under discussion passed, would it in 
any way harm the Federal Reserve System? Would you be able to 
give less services? Would you be less reliable? Would it in any way 
hurt you if this bill passed ? 

Now, not emotionally ? 

Mr. Atren. AsI have said in my statement, I believe it would result 
in a withdrawal of members. I think it would mean less membership 
in the Federal Reserve System. 

Mrs. Grirrirus. In other words, they would rather have the 6 per- 
cent than not have it? 
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Mr. Aten. Definitely it is a very desirable investment. 

Mrs. Grirrirus. It is a reward for membership, is that right? 

Mr. Auten. A reward or incentive or whatever you want to call it— 
when the system was started, it was made a requirement of member- 
ship, but I have never heard a bank say they didn’t like it. In fact, 
the only thing I have heard some banks say on the subject is: “why 
don’t you call the rest of it?” You see, we have only called half of 
what we have a right to call. 

Mrs. Grirrirus. So they are not suffering any punishment. This 
is not something that is calculated to decrease their effectiveness or to 
make them feel any of the responsibilities of ownership; this is a 
reward paid out by the Treasury actually, the funds of the United 
States, for their contributing this money. 

Mr. AuuEN. I say it is a desirable aspect of a good system. You 
can put it any way you want. The Treasury ae. or the money, in 
effect, if we didn’t pay it. 

Mrs. Grirrirus. Thank you very much. 

Mr. Parman. Mr. Moorhead ? 

Mr. Moorneap. Thank you very much, Mr. Chairman. I would 
just like to clear up one point that I didn’t understand about the 
income tax consequences to the member banks upon the receipt of 
the dividends. 

Do I understand that if a member bank joined the system before 
1942, the dividends that that member bank receives are tax free, 
whereas the member bank who joined after 1942, pays full income 
tax on the dividends received ? 

Mr. Atten. Mr. Moorhead, what I was trying to say was that 
Federal Reserve bank stock issued to a member bank prior to March 
of 1942, the dividends on that stock are tax free. The dividends on 
stock issued subsequent to that date of March 1942, are taxable. 
Perhaps I can illustrate it best by saying that a bank joined the sys- 
tem in 1914. Any stock which they acquired under the law up to 
that date in 1942, the dividends on it are tax free, but as their surplus 
and capital increased subsequent to 1942 and they were required b 


the law to buy more stock, the dividends on that additional stoc. 
are taxable. 

Mr. Moorneap. I see. 

Mr. AuueN. And as I said before in our case, you see as the banks 
are growing—and they are throughout the country—as their capital 
and surplus increases and they are required to buy more stock, then 
the percentage of the outstanding stock on which the dividends are 
tax free becomes less as a percentage of all the stock outstanding. 
In Chicago, it is down to about 29 percent of our outstanding even 
Maybe I haven’t made it clear, but I have tried to do so. 

Mr. Moorneap. It occurs to me that it gives the banks that have 
acquired stock prior to 1942 an advantage over the member banks 
which have acquired stock primarily after 1942. 

Mr. Aten. That is one way of putting it. You can say that the 
banks that have acquired it later are at a disadvantage. 

Mr. Moorueap. Thank you, Mr. Chairman, I have no further 
questions. 

Mr. Parman. Mr. Barr. 
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Mr. Barr. Mr. Allen, first of all, I would like to state for the rec- 
ord that you have charge of the State and congressional district in 
which I live and so far I think we have been well served. The in- 
triguing part, to me, about most of this legislation is the history that 
goes behind it. It seems that the United States has had, like all other 
countries, a lot of money troubles at one time or another. 

You can trace our financial history through the first bank, the 
second bank, the wildcat banking system, the National Bank Act, 
up to the Federal Reserve System and the various overhauling that 
we have done on the system at one time or another. 

As I understand it from some of the studies I have made, one of 
the biggest objections to the Federal Reserve System after it was 
established, was the experience in 1921 when some people felt that 
the executive branch of the Government was administering it a bit 
too closely and about 1935, I think, is that correct, Mr. Patman? 
You were here at that time when they overhauled it during the 
Roosevelt administration; they changed this situation. 

Mr. Parman. 1933 first and then again in 1935, when the perma- 
nent overhaul took place. 

Mr. Barr. Yes, as I understand the purpose of that overhaul, then 
was No. 1, to get the Secretary of the Treasury off the Board; he was 
a member of the Board. There was some resentment of the 1921 his- 
tory and to move the Federal off to one side, so that it wouldn’t be 
jammed up too much in the ordinary consequences of political tides 
that we are all subjected to. 

At least, that was the impression that I got from the legislation. 
Now, I am wondering, Mr, Allen, maybe Mr. Patman, you can com- 
ment on this because Mr. Patman has been through all of this. He 
has seen the ebb and flow of these things. I was wondering if this 
bill would reverse that 1933 trend or, in other words, it would throw 
it back closer to the Government, or would it tend to shove it back 
away from the Congress and the executive department ? 

Now, I don’t know if I have made myself completely clear. What 
I am trying to say is this: In 1933, they felt that perhaps the Federal 
was too closely involved in the day-to-day pressures of the executive 
department and the Congress and this was an attempt to shove it off 
to one side where it would be insulated a bit and could take some 
shocks. 

Now, is that a correct interpretation, Mr. Patman? 

Mr. Parman. Well, I would offer this observation about it: The 
object of the changes in 1933 was to bring us out of the depression. 
You know we had reached the point of a crisis and everybody was 
looking for something that would bring us out of the depression. 
The 1933 act was quite different from the 1913 act, particularly with 
reference to the Open Market Committee. That was the first time an 
Open Market Committee was ever authorized by law. Before that, 
they were unofficial. In 1933 they made the mistake, I believe, of 
putting only the bankers’ representatives on the Open Market. Com- 
mittee, and for 2 years it remained that way—cbviously a great error. 

_In 1935 they changed the Open Market. Committee to make it perma- 
nent and they put seven members of the Federal Reserve Board on it 
and reduced the number of Federal Reserve bank presidents on the 
Committee to five. I don’t think the Secretary of the Treasury en- 
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tered into the reason for changing the law, but his position was an 
afterthought. You know there was a little dispute between Mr. 
Glass, who was then chaiman of the Committee on Banking and Cur- 
rency of the Senate, and Mr. Morgenthau. They had some personal 
differences which led Mr. Glass to want the Secretary of the Treas- 
ury off, so Mr. Morgenthau said the Comptroller of the Currency 
should be off, too. I believe that was the Coane of the legislation 
on this point. 

Mr. Barr. I just ask the question because it seems to me we have 
gone through so much financial history in this country, some of it 
has been good, some bad, and some indifferent, but it seems to me we 
would be mistaken not to profit by all of the troubles we have had in 
this country. 

The question was in which way would this legislation move us, Mr. 
Allen, away from the Central Government, or back closer to it. 

Mr. Auten. Mr. Barr, as far as the legislation, itself, is concerned, 
T could not make the statement that it would move us either way. I 
have said in my prepared statement that many of the banks, par- 
ticularly the smaller banks, would, in my judgment, feel that it brought 
us closer to centralization, which they think has been overemphasized 
already. 

Mr. Barr. I do not necessarily object to centralization in this field. 
I will say very flatly I think the history of the United States is much 
better than that of the State governments in this whole field. I think 
a lot of the trouble that has been caused in this country’s financial 
history has been by State governments. Frankly, I think our record 
is a bit better, so I will lay that one right out on the table. The one 
point that I wanted to get to was the historical development of this 
concept of the member banks investing in the system. 

I am not sure just how it came about. I understand it came down 
from England into the first bank, through the second bank, and then 
worked into our System. I don’t know whether it is advisable to strike 
down this long concept of history or not. 

Mr. Parman. We havea history of all of the central banks furnished 
to us by Mr. Martin of the Federal Reserve Board. We expect to go 
into that further, probably Friday, when Mr. Hayes is here, or if we 
have time with Mr. Allen, but we haven’t taken that up yet. 

We also have an analysis of the central bank of the other major 
nations that we developed about 2 years ago through the Joint Eco- 
nomic Committee, a committee that both Mr. Reuss and I are on. We 
expect to ask the committee to consider that, too. But I think that 
you will find that all of the major central banks of the world belong 
to their respective governments, isn’t that correct, Mr. Allen? 

Mr. Auten. I am not sure that it is correct, but it is essentially so, 
Mr. Patman. Most of them are that way. I think there are a few 
exceptions. As I said before, I think we can always learn from 
others, but in this field I believe we have something better than the 
others. I was interested in going through some of the central banks 
in Europe, a little over a year ago, and I had been there before in the 
Soa heir problems are different from ours. Their countries are 

ifferent. I was interested, too, to find that there isn’t one of them 
in its footings, if you convert them to dollars, that has footings the 
size of the Federal Reserve Bank of Chicago alone, and we are only 
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one-sixth of the Federal Reserve System. The Federal Reserve Sys- 
tem consolidated statement of the Federal Reserve banks is larger than 
all of the central banks in Europe put together. 

Mr. Parman. Have you finished ? 

Mr. Barr. Yes, sir. 

Mr. Parman. Mr. Reuss? 

Mr. Revss. Mr. Allen, I would like to take up where you left off 
with Mrs. Griffiths. You said, and I surely agree with you, that this 
6-percent guaranteed stock is a very desirable thing from the stand- 
point of the stockholders. 

Mr. Auten. I am sure that they like it. 

Mr. Reuss. I take it that they like it for the obvious reason that 
they can’t be assured that they would do as well otherwise if their 
capital were returned to them and they were told: “You can invest it 
as you please in bank loans or investments.” They would not have 
the same assurance of making 6 percent year after year on that as 
they would on the Federal Reserve stock; is that correct? 

Mr. Auten. It is highly assured. 

Mr. Reuss. So the question, as I see it, as to this $24 million a 
fend which is paid out by the Federal Reserve System to its member 

anks, by virtue of their stock ownership, is whether that is a good 
subsidy from the standpoint of the taxpayers. It is a subsidy by the 
taxpayers, is it not, because if these bills were enacted, the taxpayers 
would get all or a large part of the $24 million. 

Mr. Auten. The question is whether it is a desirable price to pay 
for the System that we have. 

Mr. Reuss. Well, now you make a great point and I agree with you, 
that the big group of banks whom it is necessary to give an incentive 
to in order to get into and stay in the Federal Reserve System, are 
the small banks. I think you say on page 3 that it is true that with 
few exceptions, the nonmembers are the smaller banks. 

Mr. Auten. That is correct. 

Mr. Reuss. Well, suppose the committee should agree with you that 
out of deference to institutional niceties, the $24 million annually 
should not be given to the taxpayers, but should instead be retained 
as a bonanza or incentive to the banking system would it not be a 
vast improvement if the System were then amended so that the small 
banks got the lion’s share of this $24 million bonanza ? 

As it is now the bigger the bank; that is, the more capital the bank 
has, the more of this precious stock it is enabled to buy and the more 
of this delightful 6 percent it gets. 

Would you not think that it would accomplish your purpose much 
better if by either a sliding scale or some formula, the subsidy were 
channeled to those who (a) need it most because they are little banks, 
and (6) those whom it is most desired to get into the Federal Reserve 
System in the first place and keep there after once in. 

What would you think about that ? 

Mr. Auten. Of course, Mr. Reuss, on your first point, it may seem 
odd to you, but the smaller banks do better profitwise than the big 
banks, and the nonmember banks, most of which as I have said are 
the small banks, the nonmember banks do a little better profitwise than 
the country banks that are members, as you would expect in view of 
the points that I have made. 
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Mr. Reuss. Yes, but let’s look at it from the standpoint of getting 
nonmember banks to become member banks. You have made a great 

int of this in your presentation and I personally believe that the 

arger percentage of banks in this country that we have as members 

of the F odeual: Mean System, the better. I think it is a good thing 
for the country to have Federal Reserve control over the largest 
possible percentage of the banking system, approaching 100 percent, 
and I am sure that is not a view entirely unshared by members of the 
Federal Reserve System, though I won’t ask you for your own on that. 

That being so, would it ah wise to skew the system so that there 
would be an incentive for the smaller banks not now in the System 
to get into the System ? 

Mr. ALLEN. Do you propose to add to the current incentives, Mr, 
Reuss? Apparently not. 

Mr. Reuss. If you are going to say that the taxpayers shouldn’t 
have this $24 million, that the banks should, what I am suggesting 
is shouldn’t the apportionment of that $24 million a year among the 
banks be on a basis other than the basis of how big you are? As it is 
now, the bigger you are, the more of the 6-percent bonanza a bank is 
enabled to acquire. 

Is this a good way of doing it in view of what you describe as the 
need of the Federal Reserve System to entice into its membership the 
smaller banks which are now not members? Shouldn’t they be given 
the bonanza ? 

Mr. Aten. I referred not to the need of enticement, Mr. Reuss, I 
referred to the need to maintain. My point is that—— 

Mr. Reuss. Well, the same thing, to keep in those who are now in. 

Mr. Auten, You get into the matter of equity there and I have 
never believed in a tax on size necessarily. I believe that is what you 
are talking about. 

Mr. Reuss. I am not talking about a tax on size. I am talking about 
a subsidy by the taxpayers which is graduated according to size. 

It seems to me if the main point of paying the subsidy is to keep 
in the system the smaller banks who are under some incentive to leave 
the system, why not concentrate the subsidy in their favor and thus 
make surer than you otherwise would, that they would stay in? 

Mr. Auten. Well, in the announcement of these hearings, great 
emphasis was given to the fact that so many of the smaller banks 
don’t belong. I have referred to that, but I have pointed out the 
reserve differential throughout the membership as against the State 
requirements and that the larger banks sana have larger reserve 
requirements and make less net profit, if you took down at the last 
line, than the small banks. If you are to call this a subsidy, I believe 
that it should apply to all member banks. 

Mr. Revss. You think that the subsidy should be increased as the 
size of the bank increases ? 

Mr. AEN. It is increased only because the larger bank has more 
capital. The stockholders have invested more capital in it. I don’t 
go along with your statement that we are paying a larger subsidy to 
big banks. The rate of dividend is uniform. 

Mr. Reuss. You say on page 5 in the case of smaller banks I should 
add that the paperwork required of member banks in computing 
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and reporting their reserves at frequent intervals is a definite added 
burden as compared with small banks which are not members. 

Mr. Auten. Yes. I am trying to get there into the burden these 
days to small banks with small personnel. I have great sympathy for 
their problems and it goes for small business, too. This is an age of 
specialization and the small banker has problems in doing the paper- 
work which we in the Federal Reserve System require. 

We have differences within the system on this score, Mr. Reuss. I 
personally would like to lighten up as much as possible on what is 
required of the little banks in this regard, because it is difficult for 
them to do the bookkeeping with limited staffs and report their re- 
serves as they are now required to do. That was the point. 

Mr. Reuss. My philosophy of subsidies by the taxpayers is that I 
don’t like them in principle, and I particularly don’t like them when 
their benefits go mainly to the large operator. 

For example, I have carried on a running fight with the Depart- 
ment of Agriculture over the years; they always want to pay huge 
sums to the large corporate farms under the wheat program of the 
soil bank, for instance, and my effort has always been to say “Let’s 
set a dollar limit so that the subsidy, if it has to be paid, goes to the 
small fairly sized farmer; the larger farmer can take care of himself.” 

I just wonder whether the same principle doesn’t apply here and 
whether if subsidies need to be paid at all by the taxpayers to the 
banking system, their benefits shouldn’t be concentrated on the smaller 
bank # 

Mr. Auten. Of course, Mr. Reuss, when this law was written, there 
was no thought of a subsidy. 

Mr. Revss. That is correct, because in the early days as it has been 
pointed out, the Federal Reserve banks did, indeed, take on the aspect 
of a private bank to a certain extent and this was a method of getting 
together some working capital for them, but as the Federal Reserve 
banks, as a result of their money-creating power, have become very 

rofitable institutions, indeed, this capital contribution by the banks 

as taken on what Professor Goldenweiser calls an atavistic meaning. 
In other words, it isn’t really related to any current need of the 
Federal Reserve System for this money. 

The Federal Reserve System, as you pointed out, could repay the 
$398 million and not feel it at all. 

Mr. Auten. That offers no problem. 

Mr. Reuss. Well, thank you very much. 

Mr. Parman. Mr. Johnson. 

Mr. Jonnson. In the conduct of your banks, you clear a great many 
checks primarily for member banks, but also indirectly for nonmem- 
ber banks; isn’t that correct ? 

Mr. Atten. We are clearing about 1,700,000 per day in Chicago. 

Mr. Jounson. Now, what percent of the total cost of your operation 
would you say is involved simply in the clearance function of the 
Federal Reserve ? 

Mr. Auten. I suppose the best guide to my answering is that about 
41 percent of our staff is in our check department. 

Mr. Jounson. So at least 25 percent of the total cost and probably 
something closer to 40 percent is in that activity. 

Mr. Aten. I believe that is correct, yes. 
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Mr. Jounson. Now, what is the difference in your service to a mem- 
ber and to a nonmember bank on the clearance of checks ? 

Mr. Auten. We do not clear checks for nonmembers except as they 
come to us through a member bank. 

Mr. Jounson. So a nonmember bank has to use a correspondent 
account to effect check clearance ? 

Mr. Auten. That is correct. 

Mr. Jornnson. Which means a little slower service from the bank 
standpoint, a little longer float or call it what you will. 

Mr. Atien. Probably, in some cases at least, but it wouldn’t be 
noticeable. 

Mr. Jounson. Maybe a day or two. 

Mr. Auten. I wouldn’t think it amounted toa day. 

Mr. Jounson. Now, what part of your total activities involve serv- 
ing as the Government’s fiscal agent, and would you spell out what that 
means for the record ¢ 

Mr. Auten. Well, approximately 10 percent of our employees are 
engaged in fiscal agency activities. We handle Treasury bill subscrip- 
tions and deliveries; all bond issues for the Government pass through 
our bank and the other Federal Reserve banks. We take care of E., 
F-, and G-bonds. It is a substantial portion of our business. It is 
about the third largest area. The cash area is the second; fiscal agency 
is third. 

Mr. Jounson. What was second ? 

Mr. Auten. The cash, the handling of currency and coin. That is a 
very large operation. 

Mr. Jonnson. Now, then, how does a nonmember bank get currency 
and coin ? 

Mr. Auren. They get them either from a member bank, or we will 
ship direct to a nonmember bank at the request of a member, provided 
the nonmember bank pays for the transportation. 

Mr. Jonnson. What about a member bank; do you pay the trans- 
portation for them ? 

Mr. Auten. We pay the transportation for banks located outside 
Federal Reserve cities, that is, outside cities in which there is a Federal 
Reserve bank or Federal Reserve branch. We require that those banks 
come and get it. 

Mr. Jounson. In Chicago you feel they can come downtown; but 
in Milwaukee, you will deliver it. Now, you pay the checks, operate 
as fiscal agent, handle the cash, the coin, out of your total earnings 
as a routine expense ? 

Mr. AutLEN. We are reimbursed by the Treasury on fiscal agency 
operations. 

Mr. Jounson. How do you handle that? Do you bill the Treasury ? 

Mr. Auten. We bill the Treasury for our expense in handling their 
operations. 

Mr. Jounson. You estimate your expense as, say, 10 percent ; or you 
do cost accounting to the best of your ability. There are a certain 
number of joint costs you can’t estimate exactly, but you can come close. 

Mr. ALLEN. We come as close as we can to what it costs us and the 
Treasury reimburses us from appropriations. 

Mr. Jonnson. And at the end of the year, you give the Treasury 
back the money. 
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Mr. Auten. Yes. 

Mr. Jounson. Sothe money is a two-way flow. 

Mr. Auten. That is right. 

Mr. Jounson. Now, what percent of your total expenses are involved 
in serving as supervisor, controller of the member banks? 

Mr. Auten. You are referring to the bank examination department ? 

Mr. Jounson. Yes. 

Mr. Auten. We have about 75 employees out of a total of 2,900. I 
would say our expense is higher than that percentage would indicate 
because those men in that department do traveling and they are paid 
more than the people who run machines in the check department. 

Mr. Jounson. I understand, so I would assume that maybe 3 to 5 
percent or better would go into that activity. 

Mr. Auten. Yes, sir. 

Mr. Jounson. Now, do you bill the banks for your service in going 
out to review them ? 

Mr. ALLEN. We do not. 

Mr. Jounson. In other words, this is in a sense a free service, also. 

Mr. Atuen. A free service. 

Mr. Jounson. The banks may not feel it is a service but I suppose 
most of them do. 

Mr. Auten. You understand, Mr. Johnson, we examine only the 
State member banks. 

Mr. Jounson. I understand. The Comptroller of the Currency 
looks after the national, and the FDIC looks after the nonmember 
insured banks, and the State bank examiners look after nonmember, 
noninsured banks. There maybe some overlap here, but your coopera- 
tive program does result in every national bank and every member 
State bank being supervised by an agency of the Federal Government. 

Mr. ALLEN. Thellore we have a right under the law to go into any 
member bank, but as a practice we do not do it. 

Mr. Jounson. But again, you absorb these costs ? 

Mr. Auten. We do. 

Mr. Jounson. We have been discussing the benefit to a member 
bank and for the moment taking a State bank because a national bank 
has no choice in the matter. 

As long as it has a national charter, it is going to a member bank. 
Would you not say that these sundry services that you render are 
really of far more importance than the 6 percent return on the stock ? 

Mr. Auten. They are, in my judgment, but there are many small 
banks that would feel otherwise. I feel our services are valuable and 


Mr. Jounson. Of course. 

Mr. ALLEN. We feel and I feel quite definitely that it is the public 
that gets the benefit of that service. 

Mr. Jounson. There is no question about that. Since the 1933 
and 1935 revisions in structure, there has been a tremendous change 
in banking in the United States. Bank failures are almost unknown. 
There may be mergers, but closing of doors with losses to depositors— 
that is almost a lost experience; I hope it stays that way. 

Mr. Auten. I hope it stays that way, too. I lived in a different 
period as well as this one. 
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Mr. Jounson. I was in the class of 1933 in a high school and my 
sister worked in a dentist’s office over a bank. I called for her in 
the evening to drive her home, and the bank lights were usually burn- 
ing brightly. There were a good many night board meetings going 
on. Our community was one that finally issued scrip in order to 
keep alive. I trust those days will not recur. 

Coming back to the basic point: In view of the many activities 
which the Federal Reserve does perform without charge to the mem- 
ber banks including the State member banks, would it not be fair to 
say that on the w hole, these are of far greater significance to the 
banks, and possibly of ‘far greater profit to the banks, than the divi- 
dend on the stock investment which is only 3 percent of their capital 
and surplus, remembering that their capital and surplus is usually 
less than 20 percent of their total funds? 

Mr. Aten. Throughout the banking system it generally runs 10 
percent of deposits. 

Mr. JouNnson. So we are dealing here with what amounts to three- 
tenths of 1 percent of bank deposits generally, and on this they are 
getting 6 percent. 

One good loan to one good borrower would be of greater value, 
wouldn't it, than the investment in the Federal Reserve ? 

Mr. Auten. That is correct, or at least greater money income. 

Mr. Jounson. The purpose of this line of questioning, Mr. Chair- 
man, is to try to bring this entire issue back into focus because it 
seems to me the temptation, otherwise, is to put too much emphasis 
on this $24 million item. 

Your total expenditures as a system are $164 million for current ex- 
penses against Federal Reserve bank earnings of some $876 mil- 
lion, according to your 1959 report, so that your net earnings after 
expenses were still $741 million. In other words, you absorb all of 
these expenses out of earnings and it still turns out your earnings 
are ata fabulous rate. I wish other corporations could operate with 
earnings at the high ratio that the Federal Reserve bank operation 
seems to show. 

Mr. Auten. Your remarks imply a compliment, but we get those 
earnings and interest on Government securities. 

Mr. Jounson. I realize this, and if this were a different bill, we 
could discuss the rate of interest on Government securities; but I 
think this is not the place to go into that. 

Mr. Barr. Would the gentleman yield? 

Mr. Jounson. Yes. 

Mr. Barr. Mr. Moorhead and I went out on a tour of the Federal 
Reserve System last fall and we encountered one thing I found very 
amusing. I don’t know how amusing it is to Mr. Allen as a member 
of the system, but I frankly was a bit tickled by it. Some of the very 
large banks are now going around to the small country bank and say- 
ing, “Look boys, there is no point to your belonging to the Federal 
Reserve System, we will clear those checks and take care of you better 
than the Federal will do.” So they are, in effect, competing with the 
tT Reserve System. Is that a correct statement of fact, Mr. 

len? 


Mr. Auten. That is correct, but it isnot new, Mr. Barr. 
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Mr. Barr. It isnot new? Well, this is the first time I encountered 
it. You were bringing up the point of the services they offer. 

Well, here are large private institutions in effect, trying to take 
customers away from the Federal Reserve System. I was frankly 
surprised to find it. 

r. Atten. Of course, Mr. Barr, there are many things that the 
wom hia wea banks do that we don’t attempt to do for small 
banks. We have no foreign department. We don’t give them advice 
on loans. The only loans we oe are to member banks. And the 
correspondent banks are in business to make money. They are out 
trying to increase their deposits. 

Mr. Johnson referred to the free services. It is true that we spend 
a lot of money collecting checks and passing out the currency, and the 
banks, as I see it, are the intermediaries in giving that service to the 
public. I would be very much concerned if these services which we 
perform, which you properly said were free—I would be very much 
concerned if the commercial banks of this country showed very large 
profits as a result, but the competition in the banking business is such 
that I come down to the last line and look at the profits as compared 
with other forms of business, and they are not excessive. 

Mr. Grirrrirus. Mr. Chairman, may I ask a question at that point? 

You don’t have a sales department that is out selling membership 
in the Federal Reserve System, do you? 

Mr. Auten. We at the Federal Reserve Bank of Chicago do not re- 
quest banks to join the System. 

Mrs. Grirrirus. Now, may I ask what would happen to you if you 
lost half of your members? It wouldn’t be any hurt to you if you 
lost half your members, would it ? 

Mr. Auten. It would, in my judgment, be of harm to the effectua- 
tion of monetary policy. 

Mrs. Grirrirus. Well, then, in place of rewarding the membership 
of the Federal Reserve System with this subsidy payment, if you 
really feel that it would harm the monetary system, wouldn’t it be 
just as well if we passed a law requiring them to belong? 

Mr. Auuen. Mrs. Griffiths, I don’t call this a subsidy; I call it an 
offset to the burden. You may say, in effect, what are we going to 
do about it. There are two things we could do. One would be lower 
the reserve requirements and make the member banks more com- 
petitive with nonmember banks. That would remove one of the ob- 
jections. The other alternative would be to require all banks to belong 
to the Federal Reserve System. I haven’t been in the System very 
long and I may change my views, but at this stage I am not ready to 
advocate that. 

I have always felt that there was merit and that it was in the public 
interest to have some competition in this field. In other words, we 
have today a bank that could be a national bank, a State member, or 
a State nonmember, and we have different authorities supervising 
those three groups. I believe that is in the public interest, because 
the longer I live the more I feel that placing authority in as impor- 
tant a field as this in one hand leads to arbitrary decision. 

Today we have some differences of opinion, not many, but there 
have been cases where, for example, a nonmember would resent, per- 
haps, the request of the FDIC for more capital. They would resent 
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it and they would come in and say, “Let’s join the System. If we join 
the System, we are automatically out from under the FDIC. We are 
insured in the FDIC, but they won’t supervise us any more.” Gen- 
erally speaking, we look at those things pretty much the same as the 
FDIC, but there are instances where we would think that bank was 
suitable for membership and would admit it. 

There are other cases where we are critical of a bank and ask them 
to put in more capital or do this and that. They don’t like it and they 
will go to the FDIC and be accepted for insurance, and they will with- 
draw from the System. ; 

Those cases are rare, but they happen occasionally, and I think 
it is a good check and balance to have more than one system. 

As I say, I may change my view, but that is the way I feel now. 
Did I answer your question ? 

Mr. Parman. Have you finished, Mrs. Griffiths ? 

Mrs. Grirritus. Yes. 

Mr. Parman. Well, I would like to ask some questions along this: 
line: 

Your operating expenses last year, 1959, were approximately how 
much ? 

Mr. ALLEN. $20 million. I have it here. 

Mr. Jounson. $20,715,000. 

Mr. Parman. How much of that did you earn on discounts and 
advances ? 

Mr. ALLEN. $4,913,000. 

Mr. Parman, In other words, you earned about what percent of 
your income from operations in Chicago bank and its branch banks! 

Mr. Auten. About a fourth. 

Mr. Parman. Discounts and advances, those are the earnings oper- 
ation of your bank, that is where you make your money. 

Mr. Auten. That is where we lend money to banks and take dis- 
counts. 

Mr. Patman. The rest of that money making up the $20-odd-mil- 
lion of your income, where did you get that money ? 

Mr. Auten. That was our share in the income of the Federal Open 
Market account. 

Mr. Parman. That is what I want to ask you about. That open 
market account is not in Chicago, but in New York? 

Mr. Auten, That is correct. 

Mr. Parman. You never touch those bonds, do you? 

Mr. Auten. We do not touch the bonds. 

Mr. Parman. In other words, all of the Reserve banks depend for 
most of their revenue—for most of their earnings—on their part of 
the open market account in the Federal Reserve Bank of New York; 
that is correct, isn’t it? 


Mr. Auten. Yes, as the Federal Open Market account buys bonds, 
we provide the funds. 


Mr. Parman. You say you provide. Don’t they just tell you what 


your part is? 


Mr. Atien. That is correct. 

Mr. Parman. In other words, they divide it because the Open 
Market Committee has the power to create the funds, more power 
than the Federal Reserve Bank of Chicago in that respect, I believe. 
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_Mr. Aten. Sometimes we share in Open Market Committee de- 
cisions. 

Mr. Parman. I am reminded of this booklet titled “Federal Reserve 
Bank of Chicago—What it Means to Member Banks and to Their 
Customers.” You sent me this, along with some other materials, in 
response to my request for copies of booklets and other literature 
which your bank has recently distributed to the public. May I say I 
think it is an excellent booklet in many respects, particularly on its 
main point, which is how a central bank operates and how member 
bank reserves are created. If there is no objection, I will insert this 
booklet in the record at this point, because I am sure the members of 
the committee and others will wish to read it. 


FEDERAL RESERVE BANK OF CHICAGO—WHAT IT MEANS TO MEMBER BANKS AND 
To THEIR CUSTOMERS * 


(Bank and Public Relations Department) 
PREFACE 


The Federal Reserve banks were created by act of Congress. Their capital 
stock is owned by the commercial banks which are members of the Federal Re- 
serve System. They exercise powers not possessed by other banks. Because 
they serve commercial banks in much the same way that commercial banks serve 
business and individuals, they have been called bankers’ banks. Because they 
have the authority to issue currency, they have been called banks of issue. Be- 
cause their lending and investing creates reserves for member banks, they have 
been called lenders of last resort. Because they are the depository for the re- 
quired reserves of member banks, they have been called banks for reserves. 
Because they are fiscal agents for the U.S. Treasury and have the statutory 
power to influence the supply, cost, and availability of money, these banks, 
together with the Board of Governors, have been called the central bank. In 
fact, the Federal Reserve banks are all of these things—and more. They play 
an important part in the entire economy of the country for the benefit of all the 
people. 

in order to answer some of the many questions which are asked about the 
Federal Reserve banks and how they serve the community, this booklet has been 
prepared. 

CO. E. ALLEN, President. 


THE NATURE OF CENTRAL BANKING 


Every banker in the United States has an interest in the Federal Reserve 
System, whether or not his bank is a member; and every bank that owns a bond 
or holds a promissory note is a beneficiary of the Federal Reserve System’s 
operations. A banker cannot insulate his bank from the effects of Federal 
Reserve operations by keeping it out of the System, nor can he surround his 
bank with all of the System’s protective power without it becoming a member. 

A central bank is a banker’s bank with a primary responsibility to the entire 
economy. In the exercise of its function as the monetary authority, it supplies 
its members with currency to meet the fluctuating needs of business. Therefore, 
it is a bank of issue. The central bank thus helps its members maintain them- 
selves in a liquid position in good times and bad. It is a lender of last resort 
and in its efforts to maintain sound credit conditions is motivated, not by profit, 
but by what is in the best interests of the country. While liquidity of assets 
is of prime importance in day-to-day banking, soundness of assets is a chief 
criterion by which the central bank judges the merit of loans to its members. 

The Reserve banks are not commercial banks. They are a source, not a user, 
of reserve funds. They have statutory powers not possessed by commercial 
banks. When they lend or invest they do not tighten the money market, they 
ereate reserve funds for the commercial banks. These principles indicate the 


1In the preparation of this booklet liberal use has been made of material previously 
ublished hy the Board of Governors of the Federal Reserve System and the Federal 
Reserve Bank of Chicago. 
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essential difference between Reserve bank operations and commercial bank 
operations. The Reserve banks do not compete with commercial banks, but 
make it possible for them to perform, in full measure, their appropriate func- 
tions. 

Experience has clarified and emphasized certain basic principles lying behind 
the idea of a central bank. While time has dimmed the memory of conditions 
which impelled the adoption of the Federal Reserve Act, it has strengthened the 
structure created and provided the Nation with a central banking system widely 
approved by the businessmen of America, and of the world. 


RESERVE BANKS AND COMMERCIAL BANKS 


It is natural that many bankers think of the Reserve banks in terms of their 
own bank and take it for granted that they operate in the same way. Inas- 
much as Federal Reserve banks collect checks, accept deposits from member 
banks, transfer funds, and engage in many familiar banking transactions, it is 
often erroneously concluded that the Federal Reserve banks and commercial 
banks are alike. This reasoning leads to a misunderstanding of the true rela- 
tionship of commercial banking to central banking. 

Because an individual commercial bank is normally dependent on its depos- 
itors for funds with which to make loans and investments, the banker is led 
to believe that the Reserve bank is likewise dependent on its depositors; that 
when the Reserve bank makes advances, discounts notes, or purchases secur- 
ities, it is dependent on the reserve deposits of its members. In short, it is a 
common error to assume that reserve balances play the same part in Reserve 
bank operations that deposits of customers play in commercial bank operations. 

Actually, the two cases are not parallel in any sence other than-in the book- 
keeping transactions involved. True, the member bank deposits funds for 
which it receives a credit on the books of the Reserve bank, but there the 
resemblance ends. In function and use, the deposits of a customer in a com- 
mercial bank and the reserve balance of a member bank are widely different. 
The reserves of member banks do not determine the ability of the Reserve 
banks to lend or invest. Moreover, the purpose of reserve requirements is not 
to provide Reserve banks with funds. In fact, reserves are not the source of 
funds. When an individual commercial bank lends, it reduces its ability to 
extend further credit. The Reserve banks are the source and origin of funds. 
Through the extension of Federal Reserve credit, Federal Reserve banks gen- 
erate funds. When Federal Reserve banks acquire either discounts or secu- 
rities, they credit member bank reserve balances. It follows, then, that if the 
Reserve banks, in acquiring discounts or securities, simultaneously increase the 
reserve balances of member banks, they obviously do not use those balances in 
lending or investing. 

The Reserve banks are not looking for deposits. The Reserve banks could 
continue to discount, make investments, and provide all of their services even 
though member banks carried no balances with their Reserve bank. The 
lending and investing powers of a Federal Reserve bank arise out of its statu- 
tory powers and its gold reserve. 

To illustrate the point, suppose the Reserve banks had no deposits. Also 
suppose that member banks were required by law to keep their reserves in 
Federal Reserve notes held in their own vaults. There would then be no 
reserve balances in the Federal Reserve banks. Yet the Reserve banks could 
continue to discount and buy securities, for they could complete either trans- 
action by issuing Federal Reserve notes in payment. The Reserve banks, with 
no deposits at all, would have the same lending power which they now have. 

Why, then, was it considered desirable that reserves be centralized in the 
Reserve banks? There were many reasons, but certainly one of importance to 
bankers is that since the Federal Reserve System has the power to create 
reserves for member banks, it would be dangerous to the banking system as 
a whole if a means were not provided for the exercising of some discretion in the 
use of those funds by commercial banks. The mechanism of required reserves 
functions for the benefit of all banks by helping to stabilize the economy through 
tightening or loosening credit. Member banks have all of these advantages, 
plus the means to obtain additional reserves to meet their legitimate needs for 
funds in bad times as well as good. 

The essentials of a central banking system, then, are not wrapped up in a 
package of services such as check collection, safekeeping, or telegraphic trans- 
fers of funds, but rest on the protection which supports the members comprising 
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the System enabling them to perform, in full measure, the functions for which 
they were chartered. 

Some bankers, in weighing membership in the Federal Reserve System, think 
of their required reserve as just so much money they could keep with a 
correspondent. Consequently, they weigh the relative convenience of handling 
collections and procuring currency. When they consider the probability of 
borrowing money, they weigh the advantages of calling on the Reserve bank 
against calling on their correspondent. The Reserve banks are thought of as 
competitors of the correspondent. Such is not the case. The Reserve banks 
were created to do what cannot be done without a central banking system. 
The Reserve banks do what no commercial bank can do: they advance funds 
derived from their statutory powers. A commercial bank lends funds out of 
the existing stock, whereas, the Reserve bank creates funds in the act of lending. 
When the commercial bank lends, it reduces its power to lend, and should there 
be a general demand, it might not be able to make its funds go around. Al- 
though each Federal Reserve bank is required by law to maintain a 25-percent 
gold reserve against its deposits and Federal Reserve notes in actual circulation, 
the Board of Governors may authorize the suspension of such requirements. 
Congress wisely provided for this suspension so that Federal Reserve banks 
eould meet any emergency. Thus, there is no practical limit on the ability of a 
Federal Reserve bank to take care of the needs of its inembers. 


THE EFFECTIVENESS OF RESERVES 


Reserves have a different meaning for the commercial bank than for a Reserve 
bank. The commercial banker quite logically thinks of reserves as assets 
available to meet his obligations. From the point of view of the Reserve Sys- 
tem, reserves are significant chiefly because of their relation to credit opera- 
tions. A commercial bank that has no excess reserves is in a tight position. 
It is of cardinal importance to member banks, therefore, that, as a result of 
the Banking Act of 1935, any sound asset may be converted quickly into reserves. 
Since a member bank may procure funds on any satisfactory asset, the System 
which makes this condition possible is of basic importance to the individual 
bank.. The commercial bank which is a member of the Federal Reserve System 
can serve its community with full assurance that it can maintain itself in good 
condition, regardless of changes in the level of business. A member bank 
does not have to rely on itself alone, but, through the Federal Reserve System, it 
obtains what may be described as collective security. Moreover, the individual 
bank obtains this security without sacrificing its responsibility or individuality. 
The Federal Reserve bank stands back of its members. 

Most bankers recognize that the System which assures individual banks 
adequate reserves under any and all conditions of business is of vital impor- 
tance to all banks, and that the System functions in the banker’s interests—and 
those of his depositor. In short, reserves kept at the Reserve bank should not 
be compared with balances with with correspondents. Both are very important. 
Every bank is a beneficiary of the Federal Reserve System’s operations. To 
share in all of its benefits, membership is necessary. 


RESERVES REQUIRED 


The Federal Reserve Act specifies the minimum and maximum reserve which 
the System may require that a member bank maintain with the Federal Reserve 
bank of its district. The Board of Governors, however, is authorized to change 
those requirements provided such change is never less than the minimum set 
forth in the act nor twice that amount. 

In arriving at the net demand deposits on which required reserves are com- 
puted, member banks may deduct balances due from other banks (except Federal 
Reserve banks and foreign banks) and cash items in process of collection payable 
immediately upon presentation in the United States. 

The minimum statutory requirement for services is 7 percent of net demand 
deposits and 3 percent of time deposits for member banks not located in a 
eentral Reserve or Reserve city; 10 percent and 3 percent, respectively, for 
member banks located in a Reserve city and not subject to other classification 
by being located in outlying districts, or in territory added to such city by the 
éxtension of the corporate charter ; and 13 percent and 3 percent, respectively, for 
member banks located in a central Reserve city and not subject to other classi- 
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fications by being located in the outlying districts, or in territory added to such 
city by the extension of the corporate charter. 


CHECKING AGAINST RESERVE BALANCES 


The reserve account maintained with the Federal Reserve bank may be made 
as active as desired, provided the daily average meets the required reserve. 
The balance may be checked against and built up by deposits, remittances of 
checks and drafts, discounts, transfers of funds, or shipments of currency: 
Funds on deposit in excess of required reserve may be freely transferred to 
other banks or to other points in the United States by mail or telegraph. The 
Federal Reserve bank computes the required reserve of a member bank from 
data supplied by that member. Both the reserve carried and the reserve required 
are based on the daily average for the period, so that any excess would tend to 
offset a deficiency within the same period. 


LOANS TO MEMBER BANKS 


Member banks may borrow for seasonal or emergency requirements on the 
basis of any sound asset. While the occasion may never arise, a member bank 
has the assurance that a medium is available whereby it can convert its sound 
assets into money in an emergency, without the necessity of forcing the col- 
lection of loans or the liquidation of securities in distressed markets. The privi- 
lege of borrowing may appear of slight advantage when there is little or no 
demand for credit. The assurance, however, that advances are available in time 
of need is good insurance. It is not difficult to imagine an economic situation 
in which even sound banks would be desperately in need of cash to meet an 
unusually heavy withdrawal of deposits. The Federal Reserve Act, as amended 
in 1935, makes it possible to assist member banks in meeting such needs. No dis- 
tressed selling of assets or calling of good loans would be necessary. On the 
contrary, the member bank could continue to stand back of its good customers 
and thus aid business at a time when business needs aid. 

Under normal circumstances Federal Reserve credit is extended on a short- 
term basis to a member bank in order to enable it to adjust its asset position 
when necessary because of developments such as a sudden withdrawal of de- 
posits or seasonal requirements for credit beyond those which can reasonably be 
met by use of the bank’s own resources. Federal Reserve credit is also available 
for longer periods when necessary in order to assist member banks in meeting 
unusual situations, such as may result from national, regional, or local difficulties 
or from exceptional circumstances involving only particular member banks. 
Under ordinary conditions the continuous use of Federal Reserve credit by a 
member bank over a considerable period of time is not regarded as appropriate. 


METHODS OF BORROWING 


Borrowing from a Federal Reserve bank is a very simple process. No redtape 
is involved, and there is a minimum of work required of the borrowing bank. 

To meet its temporary, Seasonal, or emergency needs, a2 member bank may 
borrow from its Federal Reserve bank as follows: 

By discounting eligible notes of commercial or agricultural borrowers, 
having maturities of not exceeding 90 days and 9 months, respectively, from 
the date of discount ; 

By borrowing on its own note secured by direct obligations of the U.S. 
Government. Advances to member banks on the security of direct obli- 
gations of the United States are normally for short periods of not exceeding 
15 days. Should such borrowing be required for periods in excess of 15 
days, renewal notes may be submitted for the duration of such requirements, 
pending an orderly adjustment in the bank’s asset position. 

By borrowing on its own note, for periods not exceeding 15 days, secured 
by obligations of: 

Federal intermediate credit banks (maturities not exceeding 6 months 
from the date of the advance) ; 

Federal Farm Mortgage Corporation guaranteed as to both principal and 
interest by the U.S. Government; 

By borrowing on its own note, for periods not exceeding 90 days, secured 
by paper of the type which is eligible for discount ; 
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By borrowing on its own note, having maturity of not more than 4 months, 
secured to the satisfaction of the Federal Reserve bank. Under this ar- 
rangement any sound asset may be pledged as collateral, whether or not it 
conforms to the requirements applying to eligible paper. 


A NATIONWIDE COLLECTION SERVICE 


Member banks have a nationwide collection service at their command for 
checks payable at par, without incurring any costs for the use of the facilities 
of the Federal Reserve System. At the present time, approximately 85 percent 
of all banks in the United States remit at par. It is the purpose of the Federal 
Reserve collection system to provide a method whereby checks may be presented 
to drawees as quickly as possible. It is usual practice to send checks direct to 
drawee banks located in the Federal Reserve bank’s own district. 

The Federal Reserve Bank of Chicago accepts cash items, payable in the 
seventh Federal Reserve district, from its member banks from other Federal 
Reserve banks and branches, and authorized direct sending banks in other 
districts. 

Member banks having a substantial volume of cash items payable in other 
Federal Reserve districts, which they wish to collect through the Federal Re- 
serve System, are urged to apply for permission to send such items direct to the 
Federal Reserve banks and branches of the districts in which such items are 
payable. Full instructions will be sent to the member banks which made such 
direct sendings. The Federal Reserve Bank of Chicago will reimburse member 
banks for postage or other transportation costs, not including insurance, on all 
such direct sent items. The Federal Reserve Bank of Chicago will also pay 
transportation costs on cash items delivered to it by member banks when pre- 
pared for consolidated shipment to other Federal Reserve banks and branches. 

Members sending checks to a Federal Reserve bank or branch are given im- 
mediate credit for checks drawn on banks in the city in which the Federal Re- 
serve bank or branch is located, and also on U.S. Government checks in accord- 
ance with their time schedules. On other checks, credit is given on a “deferred” 
credit basis after 1 or 2 business days. ‘Two business days is the maximum pe- 
riod for which credit is deferred regardless of the time required for collection. 
This credit before actual collection, in effect, constitutes an advance without 
interest charge as the funds become available as reserves. Member banks are 
furnished time schedules which show the time when credit becomes available 
with respect to items drawn on banks in any locality in the United States. The 
cost of handling these checks is borne by the Federal Reserve banks and does 
not represent any expense whatsoever to the member banks or their customers. 
Since there is no charge by the drawee banks or the Federal Reserve banks for 
their services, the System further saves money for banks and for business by 
reducing the number of times checks have to be handled, and by shortening 
the time of collection. 

Member banks are entitled to place the words “Collectible at par through the 
Federal Reserve Bank of Chicago,” on their own checks and on the checks used 
by their depositors. 

All banks can facilitate the sorting and routing of checks and other cash items 
by having the appropriate check routing symbol imprinted on the upper right- 
hand corner of all checks. 

Nonecash collection items may be sent to the Federal Reserve Bank of Chicago, 
or to any Federal Reserve bank or branch, for presentation in the city where 
the Federal Reserve bank or branch is located, and no charge will be made. 
Items payable in other cities will be collected free, except for such charges as 
may be made by the remitting bank. 

When instructed to do so by member banks, the Federal Reserve Bank of 
Chicago will request telegraphic advice of payment or nonpayment of noncash 
items, and will transmit by telegraph any information received. Charges for 
such service are made at the regular commercial rate. 

The Federal Reserve Bank of Chicago will deliver against payment, securities 
sold by member banks to banks and brokers. Such deliveries are limited to 
those securities sold by member banks from their own investment account. 


CURRENCY AND COIN SHIPMENTS 


One of the major benefits of the Federal Reserve System is the currency sys- 
tem provided. The authority to issue Federal Reserve notes has given the 
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Nation a currency that can be expanded or contracted to meet the needs of 
business. 

In carrying out this policy of providing member banks with whatever cur- 
rency they may require, the Federal Reserve Bank of Chicago will furnish cur- 
rency and coin in all denominations. In addition, it will absorb the cost of 
transportation to and from members banks located outside the cities of Chicago 
and Detroit. When the terms of the current circular covering currency and coin 
shipments are complied with, the risk of loss will be assumed by this bank. 

As a further service to member banks, shipments will be made to nonmember 
banks located in the seventh Federal Reserve district upon request of a member 
bank with the understanding that the cost of shipment will be charged to the 
member bank which will be reimbursed by the nonmember bank. The Federal 
Reserve bank does not assume the risks on these shipments. 


INVESTMENT SERVICE 


Member banks in the seventh Federal Reserve district may use the facilities 
of the investment department of the Federal Reserve bank of Ch‘cago and its 
Detroit branch for the execution of orders for the purchase or sale of U.S. 
Government securities and other marketable bonds, notes, and debentures. In 
handling such orders, the Federal Reserve Bank of Chicago acts as agent of 
the member bank and executes orders in the open market in order to obtain the 
most favorable result for the member bank. 

The Federal Reserve Bank of Chicago makes no commission or other charge 
for its investment service, nor does it ever make a profit on such transactions. 


TRANSFERRING FUNDS BY TELWGRAPH 


Telegraphic transfers of funds are made by the Federal Reserve banks for 
member banks, and through them for others. Such transfers between Federal 
Reserve banks and branches of bank balances in multiples of $1,000 will be made 
for member banks without charge. Such transfers will be made for and paid to 
member banks only. The term “bank balances” is construed to mean an accumu- 
lation of funds comprising an established account maintained by a member 
bank. 

Transfers for the benefit or use of an individual, firm, corporation, or non- 
member bank, and transfers of the proceeds of individual collection items or 
individual cash letters, will be made subject to the commercial rate for the 
telegram. 

Transfers of funds for any purpose, and in any amount, and without limitation 
as to descriptive data, will be made and paid to member banks subject in 
any case to a charge which will approximate, but not exceed, the commercial 
wire rate for the telegram, or telegrams, involved in the transfer. While such 
transfers will be accepted from and paid to member banks only, the funds may 
be for the use of any bank, individual, firm, or corporation. 

These services, made through the interdistrict settlement fund of the Fed- 
eral Reserve System, save commercial banks both time and expense in their 
transfers of balances. 

SAFEKEEPING OF SECURITIES 


The safekeeping facilities of the Federal Reserve bank are extended to mem- 
ber banks for securities which they own. Securities owned by customers of 
member banks, or securities belonging to trust estates and held in fiduciary ca- 
pacity by a member bank, will not be accepted for safekeeping. While holding 
securities under safekeeping, the Federal Reserve bank will perform the fol- 
lowing services: 

Servicing of securities.—Clip coupons from securities and credit proceeds to the 
Reserve account of the member bank on the due date, subject to final payment. 
No charge is made for this service. 

Forwarding securities to a third party.—Forward securities to a third party 
at the risk and expense of a member bank, upon proper instructions from an 
authorized officer of the member bank and the return of the safekeeping receipt. 

Matured or called securities —Upon written instructions from a member bank 
and the return of the safekeeping receipt, enter securities for collection as they 
mature, or are called for redemption; and credit the proceeds to the reserve ac- 
count of the member bank. 
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Deliveries by brokers, dealers, and others.—Upon instructions from a member 
bank, receive for safekeeping for the account of the member bank, securities from 
brokers, dealers, and others; and when so directed by the member bank, make 
payment for any such securities and charge the amount to its reserve account. 

Hechange of interim for definitive securities.—Upon written instructions from 
a member bank and the return of the safekeeping receipt, exchange interim 
certificates or other obligations in temporary form for securities in definitive 
form. A new safekeeping receipt will be forwarded to the member bank upon 
receipt of the securities in definitive form. 

Securities pledged to secure trust deposits.—Securities owned by a member 
bank may be pledged by it to secure uninvested trust funds in its commercial 
banking department, and will be held in safekeeping for the trust department of 
such bank. 

Securities pledged to US. Government.—Accept securities, pursuant to any 
act of Congress or any regulation or request of the Secretary of the Treasury 
providing for the deposit of securities with a Federal Reserve bank, belonging 
to member banks which are pledged to departments, agencies, or officials of the 
U.S. Government, to be held subject to the instructions. 

Securities assigned to public oficers——Under special circumstances, safekeep- 
ing receipts may be assigned to public officers by member banks, provided such 
assignments are consistent with applicable State law. 


PROTECTION AFFORDED BY EXAMINATION 


Examinations of State member banks are made, without charge, by examiners 
from the Federal Reserve bank. Such examinations are ordinarily made jointly 
with State banking authorities in order to avoid duplication of examinations. 
The Reserve bank considers the problems of member banks in a helpful spirit 
and practical manner, with a view to the public interest and the development of 
the individual institution. Such examinations are of genuine assistance to 
members. 

The protection of depositors is the first consideration of an examiner. Al- 
though other factors are important, there is no substitute for sound manage- 
ment and sound assets. Federal Reserve examinations help in maintaining 
both. 

In fact, many bankers have come to look upon Federal Reserve examinations 
as helpful aids in the day-to-day management of their institutions. The coun- 
Sel available between examinations is used extensively by member banks. The 
discussion of problems often prevents undesirable situations from arising, and 
assists in the alleviation of conditions after they occur. This exchange of ideas 
benefits the individual bank and banking in general. 


ADVERTISING VALUE OF MEMBERSHIP 


Many banks have found that membership in the Federal Reserve System has 
positive advertising value for them. The display of the Federal Reserve emblem 
has attracted business which the bank would not have received otherwise. 
Public confidence is enhanced among all classes of depositors for they know 
that they are doing business with a bank that is part of the greatest banking 
system in the world. 

Banks which have advertised their membership by direct mail or through the 
medium of daily and weekly newspapers have found that the public responds 
to this appeal. 

The display of the emblem has proved to be a protection to the bank. 


STEPS TO TAKE IN BECOMING A MEMBER 


How does a bank initiate the process of becoming a member? The procedure 
is quite simple: The board of directors of the applying bank passes a resolution 
and submits it on forms provided by the Federal Reserve bank. All other neces- 
sary papers are obtained by the Federal Reserve Bank. 

Arrangements are then made with the applying bank for an examination by 
the Federal Reserve bank examiners. This examination can be made jointly 
with the examiners of the State, or separately if desired by the applying bank. 

A report of the examination is filed with the Board of Governors of the 
Federal Reserve System. The decision of the Board of Governors is transmitted 
in the form of an official letter through the Federal Reserve bank to the applying 
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bank. A stock certificate representing the new member’s ownership of stock 
in the Federal Reserve bank is then sent to the bank. ; 

The amount of stock in the Federal Reserve bank for which a member bank 
subscribes is equal to 6 percent of its own capital and surplus. The member 
bank pays for half of its stock subscription plus accrued dividends. The ac- 
crued dividend is refunded at the regular dividend payment date. The unpaid 
portion of the subscription is payable upon call by the Board of Governors of 
the Federal Reserve System. Since the organization of the Federal Reserve 
banks in 1914, the unpaid portion of stock subscriptions has never been called, 

The law provides that member banks shall be entitled to cumulative dividends 
of 6 percent per annum upon the amount of their paid-up stock in the Federal 
Reserve bank. The Federal Reserve Bank of Chicago has paid dividends in full 
since its organization. 

Mr. Parman. The point I am trying to make, Mr, Allen, is that 
most of the expenses of these Federal Reserve banks, and_ their 
branches, are paid not out of earnings from the operations of these 
institutions at all, but out of the earnings of the open-market account 
in the Federal Reserve Bank of New York. 

That account now is $26 or $27 billion of interest-bearing U.S. 
Government securities and, naturally, the earnings on these wil] run 
$700 or $800 million a year. 

The Federal Reserve Bank of New York does all of the buying and 
the selling of those securities, under the operation of the Open Market 
Committee, doesn’t it? 

Mr. Arten. That is correct. 

Mr. Parman. And the other 11 banks are at no time responsible for, 
or obligated in any way for, the conduct of that account, are they? 

Mr. AtLen. Yes, they are, Mr. Patman, in the sense that every other 
rear [am a member of the Federal Open Market Committee and share 
in the decisions of that committee. 

Mr. Parman. What I mean is, the Open Market Committee has the 

ower all to itself to do certain things. They keep these securities 
in the New York bank, and no other bank touches those securities. 

Mr. Auten. That is correct. 

Mr. Parman. In other words, when the Open Market Committee 
buys a million dollar bond, it doesn’t take a million dollars out of 
anybody’s account; there is no money taken from any bank or any 
individual; they create that money on the books of the banks, the 12 
Reserve banks, to buy that bond, don’t they ¢ 

Mr. Autien. That is correct. 

Mr. Parman. Suppose the person who sold that bond said, “I want 
my money. I don’t want the credit.” You would get the Federal Re- 
serve notes and pay him, wouldn’t you ? 

Mr. Auten. Yes, of course, when the Open Market Committee buys 
that bond from the individual or whoever it is, they give him a check 
of the Federal Reserve Bank of New York. He deposits it in his 
account somewhere. 

Mr, Parman. And then, of course, if he wants the money, he can 
get Federal Reserve notes for it ? 

Mr. Auten. That is correct. 

Mr. Parman. But the point is, Mr. Allen, that nearly all of your 
earnings, you have nothing to do with, except every second year you 
are on the Open Market Committee, in which case, of course, you meet 
with them and help give guidance and direction, as the other members 
do. Outside of that, the Chicago bank has nothing on earth to do 
with that open market account, does it ? 
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Mr. AtLEN. With the decision to buy or sell, yes, that is correct. 
Otherwise, you say the Chicago bank has nothing to do with the opera- 
tion of that account. That is correct. 

Mr. Parman. Now at one time you had an ad hoc committee within 
the Federal Reserve System to make a report of recommendations on 
how the Open Market Committee should operate. We made the ad 
hoc report a part of the record in the 1954 hearings of our Joint Eco- 
nomic Committee. Have you read the ad hoc report? 

Mr. Auten. I have read the report; yes, sir. 

Mr. Parman. If I interpret the report correctly, it is the contention 
of the Federal Reserve ceeunes that powers and obligations of the 
Federal Open Market Committee are separate and distinct from those 
of the 12 Federal Reserve banks; is that your opinion ? 

Mr. Auuen. The presidents of the Federal Reserve banks serve as 
a part of that Committee, Mr. Patman. 

r. Parman. Yes, but that doesn’t quite come to the question I 
have in mind, 

Mr. Auten. I am sorry; I did not understand it then. 

Mr. Parman. In other words, suppose that every second year, when 
you are a member of the Federal Open Market Committee—that pow- 
erful Committee of 12 people who have more power, I think, than the 
Congress itself; I really believe that. 

Mr. Auten. I agree that they have great power, Mr. Patman. 

Mr. Patman. Now, suppose that whenever you go into a meeting 
of the Open Market Committee you take off your hat as a Federal 
Reserve bank president, Chicago bank, and you reach up and get 
your other hat, your Open Market Committee hat, and you go into 
that committee room where there are 12 members, including yourself. 
If I read your report correctly, these 12 members assume that they 
are separate and apart from the Federal Reserve System at that time. 
They are not a part of the Government itself, and they are not a part 
of the Federal Reserve System. The laws which define the duties and 
obligations and purposes of these individuals when acting in the 
capacity of Federal Reserve bank presidents or in the capacity of 
members of the Board of Governors no longer apply. Each is re- 
sponsible only to his own conscience, and what he does is without 
direction or guidance in any law or regulation; is that correct or not? 

Mr. Auten. Certainly the Federal Open Market Committee must 
act within the terms of its conscience under the terms of the statute 
and under the act of Congress which created it. 

Mr. Parman. In other words, it would be consistent for you as pres- 
ident of the Federal Reserve Bank of Chicago to be favorable to one 
policy for the Federal Reserve Bank of Chicago and unfavorable to 
the same policy when you go in as a member of the Open Market 
Committee—you are in a different status entirely, a different position, 
and if you took a position contradictory to that you take as president, 
it would be perfectly all right, would it not? 

Mr. Auten. You assume that the goals are different. I say that 
the goals of the positions are the same. 

Mr. Parman. No, I am assuming that the goals are the same but in 
carrying out the goals you could vote differently as a member of the 
Federal open market committee from the way you may feel you have 
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to vote, to comply with the law, as president of the Federal Reserve 
Bank of Chicago? 

Mr. ALLEN. Well, the Federal Open Market Committee is created 
by act of Congress and must act according to the instructions that 
Congress has given it. 

Mr. Parman. I am just taking the report as I interpret it. 

But we were discussing the point that the Federal Reserve banks’ 
earnings come, not from their banking activities, but from the Federal 
Reserve Bank of New York. In other words, I wouldn’t say it is like 
the farmer going to town to get a “P” check, as they used to say in the 
days of work relief, but in fact, you go to New York to get your pay- 
check every year. 

If you couldn’t get your money out of the Federal Reserve Bank 
of New York, you couldn’t operate, could you? 

Mr. Auven. I couldn’t agree with what you said. We couldn’t 
operate with these expenses unless we got the income which derives 
to us from our participation in the Federal Open Market account, 
that is correct, but the New York bank is purely the agent of the 
Federal Open Market Committee. 

It could be any bank, theoretically and actually. We have New 
York because it is the principal money market of the country. 

Mr. Parman. All right. 

Now Mr. Allen, when the Federal Open Market Committee buys a 
million dollar bond you create the money on the credit of the Nation 
to pay for that bond, don’t you? 

r. ALLEN. That is correct. 

Mr. Parman. And the credit of the Nation is represented by Fed- 
eral Reserve notes in that case, isn’t it? If the banks want the actual 
money, you give Federal Reserve notes in payment, don’t you? 

Mr. ALLEN. That could be done, but nobody wants the Federal Re- 
serve notes. 

Mr. Parman. Nobody wants them, because the banks would rather 
have the credit as reserves but that is the modus operandi if currency 
is desired. 

Mr. Auten. That is right. 

Mr. Parman. Now, then, suppose that you owed a $10,000 mortgage 
on your home and suppose also that you gave me, your agent, your 
check for $10,000 to pay off that mortgage, or, you gave me $10,000 
in cash, and I went to the mortgagee and I paid him your $10,000, 
either your check or your money. Then suppose I took your mortgage, 
instead of having the mortgagee cancel it, and I kept it and every 
year made you pay me the interest on it—although you have really 
paid off the mortgage—that would be a very dishonest thing for me 
to do, would itnot? Do you agree with that ? 

Mr. Aten. If I follow you, that is right. 

Mr. Parman. Then when this mortgage comes due, according to 
the original date, I would ask you for another $10,000 to pay it again. 
You would think that terrible—and it would be terrible. Now, can 
you explain the difference in that situation and the Federal Reserve 
yank’s taking Uncle Sam’s money—non-interest-bearing money which 
on its face say that the United States promises to pay on demand 
so many dollars—and buying interest-bearing obligations of Uncle 
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Sam with this money, and then making Uncle Sam pay interest on 
these obligations each year? 

Will you tell me why that interest-bearing obligation shouldn’t be 
siehiatad since it is paid for by Uncle Sam, just as in the case where I 
took your money to buy your mortgage ? 

Mr, Arzen. It is held for Uncle Sam’s benefit. 

Mr. Patman. I know, but it is paid. Why should it be sold back 
‘into the market again so the Federal Government has to pay it twice? 

Mr. Aten. I don’t agree with that. 

Mr. Parman. Mr. Allen: In one case I spend your money to pay 
your $10,000 mortgage. It should be canceled, you agree to that. 
What is the difference in that situation and the Federal Reserve Bank 
of New York, for the Open Market Committee, taking $10,000 of 
Uncle Sam’s money, having it printed over here at the Bureau of 
Engraving and Printing and spending that money for a Government 
bond ? 

Can you explain why it was right to cancel the mortgage on your 
home when you paid it and it is not right to cancel Uncle Sam’s 
interest-bearing bond when it is paid? 

Mr. Auten. You are talking about two different things, Mr. Pat- 
man. 

Mr. Parman. I know they are two different things, but aren’t the 
‘questions of principle, of honesty, and of fair dealing the same? 

Mr. Auten. I don’t think the principles are the same at all. 

Mr. Parman. Well, tell me the difference. In each case you take 
money to pay a debt. In one case we take your money to pay your 
mortgage on your home. In the other case the Federal Reserve Bank 
of New York takes Uncle Sam’s money to pay Uncle Sam’s mortgage. 

Why should one be canceled and not the other? 

Mr. Aten. The Federal Reserve Act in creating the Open Market 
Committee, provided that it buy and/or sell Government securities 
in accordance with its estimate of the needs of the monetary and credit 
‘structure. The Federal Reserve Bank of New York as agent for the 
Federal Open Market Committee buys this bond one day or this bill. 
Possibly it will sell it next month. In the meantime, it is the property 
of the Federal Reserve System and I don’t think the cases are parallel 
at all, Mr. Patman. 

Mr. Parman. Mr. Allen, I can’t see it any other way. If I am 
wrong, I want it pointed out. In one case, I take your money and 
pay your mortgage. Everyone will agree that mortgage should be 
canceled because you have paid it. In the other case, an agent, the 
Federal Reserve Bank of New York, takes Uncle Sam’s money and 
pays Uncle Sam’s mortgage. 

If you are going to cancel your mortgage—and you should—I can’t 
see why you shouldn’t cancel Uncle Sam’s mortgage. Of course, I 
‘know the stock answer to that is that under the law you have a right 
to hold it and continue to charge interest on it, but I don’t think it is 
right. I don’t want to get off onto something that is not germane, 
‘ut here is what is actually happening, Mr. Allen—I am not saying 
that it is illegal—I am saying that I agree that you have a right under 
the law to do that; but in practice you are taking Uncle Sam’s money 
and buying his bonds. Then you draw interest on it, and you are 
drawing interest in the amount of $800 million a year now. 
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If you want to, you will sell those bonds back into the market ; then 
you will buy them back again; and you may sell them back into the 
market again, and reduce reserve requirements of the member banks so 
the banks can create the money to pay for them, so the taxpayers 
are paying their debts not only once, but they are paying them twice 
and three times and even more. How in the world will we ever get 
out of this high Federal debt if we have to pay our debt more than 
once ¢ 

Mr. Auten. I don’t agree with you that we are paying them more 
than once, Mr. Patman. But I think I am familiar with the bill that 
you have introduced. I am studying it and I hope that sometime I 
will have an opportunity to express my views to you on it. 

Mr. Parman. I have some more questions and I am sure the other 
members have. You have been alerted to the fact, haven’t you, Mr. 
Allen, that we might wish you to come back in the morning ¢ 

Mr. Auuen. I have, Mr. Patman, and I will follow your wishes. 

Mr. Parman. That is very good of you. This committee has a 
couple of bills on the floor, rather than to try having a meeting this 
afternoon, if you will come back at 10 o’clock in the morning, we would 
appreciate it very much. 

Mr. Atuen. I will be here. 

Mr. Jounson. I have one other question I had intended to ask you 
earlier. You will recall when the Federal Deposit Insurance Corpora- 
tion began, the Federal Government invested, if we may use that 
word, what was it, $150 million or some such figure / 

Mr. Parman. $139 million. 

Mr. JoHNson. $139 million to get the show on the road. 

Mr. Parman. $139 million and then $150 million, or $289 million 
in all, 

Mr. Jonnson. In the same sense, perhaps, the member banks origi- 
nally invested in the Federal Reserve System. Now, do you recall 
what happened to the U.S. investment in the FDIC? Has this not 
been returned to the Treasury in full ? 

Mr. Auten. That is my understanding. 

Mr. Jounson. As I look over your capital accounts, you have some 
$387 million of capital paid in and some $774 million of surplus, but 
your total liabilities in the capital account is $354 billion. That is, 
your capital paid in represents just over one-half of 1 percent of the 
total System assets or liabilities. 

Mr. Atxien. The Board of Governors adopted a policy on that. 
They felt that surplus equal to twice the paid-in capital, or the same 
as subscribed capital, would be adequate for our purposes. As Mr. 
Patman pointed out, a very substantial payment was made to the 
Treasury at that time. 

Mr. Jounson. In fact, very little more than the amount donated to 
the Treasury last year would have been sufficient if it had been used 
to wipe out the capital account and the Federal Reserve would never 
have missed it. 

[ am trying to get to the heart of the problem without passing on 
the merits of the bill. If the Congress were in its judgment to decide 
that this umbilical cord should be finally cut, then the effective finan- 
cial operations that we have been describing heretofore would not be 
materially affected in the face of the magnitude of the sums involved. 
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Would you e? ; 

Mr. Auten. I am afraid I didn’t follow that. You said if we paid 
more ? 

Mr. Jounson. No, if the Congress were to approve the bill here 
pending and you were to be required to pay back the full amount of 
the capital subscribed by the member banks and simply issue them a 
membership certificate in exchange, if that judgment were made, there 
would be no major financial impact on the operations of the Federal 
Reserve banks. 

You would not be materially affected. 

Mr. AuLEN. I agree with that. 

Mr. JoHNSON. The problems are psychological and philosophical, 
not financial. 

Mr. Auten. Anda spirit of fairness, too. 

Mr. Parman. With reference to the FDIC, may I make this obser- 
vation: The Government furnished $289 million for the FDIC to start 
on in 1934, and some of that is still in FDIC’s capital structure. 
Counting interest actually earned on the investment of these funds, 
FDIC is lacking at this time about $71 million which it really owes 
the U.S. Treasury. 

The FDIC officials will not come up and admit that, but I think it 
can be shown conclusively that they still owe $71 million. So they 
haven't entirely cleared the Government out of their capital structure. 

Without objection, we will meet tomorrow morning at 10 o’clock. 

(Whereupon, at 12 o’clock noon, the subcommittee adjourned to re- 
convene at 10 a.m., Tuesday, June 7, 1960.) 
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TUESDAY, JUNE 7, 1960 


Houser or REPRESENTATIVES, 
CoMMITTEE ON BANKING AND CURRENCY, 
SuBcoMMITTEE No. 3, 
Washington, D.C. 


The subcommittee met at 10 a.m., in room 1301, New House Office 
Building, Washington, D.C., Hon. Wright Patman (chairman of the 
subcommittee) presiding. 

Present: Representatives Patman, Reuss, Mrs. Griffiths, Vanik, 
Barr, Burke, Johnson, and Milliken. 

Mr. Patman. The committee will please come to order. We are 
glad to have you with us again this morning, Mr. Allen. 

Mr. Auten. Thank you, Mr. Chairman. 


STATEMENT OF CARL E. ALLEN, PRESIDENT, FEDERAL RESERVE 
BANK OF CHICAGO 


Mr. Parman. Yesterday did I understand you correctly to state 
that the earnings of the smaller banks are larger than the earnings of 
the larger banks ¢ 

Mr. Auten. Yes, Mr. Patman, the figures that I have covering the 
last 13 years show that to be the case. 

Mr. Patman. Possibly as an average over that period of years, 
going back through 1947. I have here the figures for the year 1958 
for all FDIC-insured commercial banks. The profits after taxes 
as a percentage of total capital accounts were as follows: Banks with 
less than $1 million of deposits, 6.8 percent; banks with $1 to $2 mil- 
lion of deposits, 7.7 percent; banks with $2 to $5 million, 8.2 percent; 
banks with $5 to $10 million, 8.8 percent; banks with $10 to BOs mil- 
lion, 9.4 percent; banks with $25 to $50 million, 10 percent; banks 
with $50 to $100 million, 9.2 percent; banks with $100 to $500 million, 
9.7 percent; and banks with $500 million or more in deposits, 9.5 
percent. 

Mr. Allen, I am very much interested in finding a way to make it 
easier for the smaller nonmember banks to associate themselves with 
the Federal Reserve System. Any proposal you might have for pro- 
viding some inducement for these banks to join the System will be 
welcome. 

Mr. Auten. Mr. Patman, in mentioning the deterrents yesterday as 
I see them to more country banks joining the System, I attempted to 
point out the reserve differential. I feel that if we wanted more banks 
to get in or all of them to get in, two courses of action would be pos- 
sible. One would be to lower the reserve requirements for member 
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banks to the points where they would be more comparable with those 
of the States, and the other, of course, would be what I believe Mrs. 
Griffiths suggested yesterday, require all banks to become members of 
the System. I am not sure that Mrs. Grifliths was the one, but I 
believe so, and I made a comment on that at the time which I will 
not repeat unless you ask me to do so. 

Mr. Parman. About the first possibility, lowering reserve require- 
ments, so they will be comparable with the reserve requirements of 
the various States: Is there a great difference in the reserve require- 
ments, Mr. Allen ? 

Mr. Auten. Yes, there is, Mr. Patman, in my judgment. 

Mr. Parman. Well, I am sure you know, but I have been impressed 
with the figures that I have seen which on their face do not suggest 
much difference. 

Mr. Auuen. There really is. We have one State in our district 
where there are no statutory requirements whatever. 

Mr. Parman. That is Illinois, isn’t it ? 

Mr. Auten. Yes; and the others are all definitely less burdensome. 

Mr. Parman. That is really the meat in the coconut, I would think. 

Mr. Auten. I might say, Mr, Patman, we had a withdrawal in the 
State of Indiana in the past year and I think this is fairly typical of 
a situation that develops. There were two State banks in this little 
town. One of them was a member, one was not, and as is the case in 
a small town, the directors of the one bank and the directors of the 
other have a lot in common and meet. frequently and the bank that 
was not a member was definitely doing better profitwise than the bank 
that was. 

Mr. Parman. I suspect you put your finger right on the problem 
there. Unless we can deal with that reserve problem of these banks, I 
doubt that we could get very far with them; aren’t they pretty well 
tied to their correspondents, too, the smaller banks ? 

Mr. Auten. Yes, they are, Mr. Patman, but so are the banks which 
are members of the System. As the figures which I submitted yester- 
day show, all country banks carry substantial balances with their 
correspondents and one reason I mentioned is that they provide serv- 
ices which the Federal Reserve System does not attempt to provide. 

Mr, Parman. Yes, that is understandable. Now, this law against 
the payment of interest on demand deposits, is that law generally 
observed, or is it generally broken ? 

Mr. Auten. I would say not only that it is generally observed; it 
is universally observed. 

Mr. Patman. And you don’t know of any flagrant violations of it? 

Mr. Auten. I donot, Mr. Patman. 

Mr. Parman. That is one provision of the 1935 act which I think 
was meant to be temporary. It was never intended to be permanent, 
in my view. At first it did not apply to States, counties, cities, and 
subdivisions. I think it commenced to taper into this field. In other 
words, it was a gradual process. But now the States and political 
subdivisions are losing interest on between $10 and $15 billion of de- 
posits at all times. 

That is quite a loss to ask them to take, and I wonder if we should 
take another look at this provision, involving as it does, not only the 
political subdivisions, but also individuals. Should individuals re- 
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ceive consideration of a change in the law, so they could get interest on 
demand deposits, what do you think about that? 

Mr. Auten. I would urge that you take another look at it, Mr. Pat- 
man. I was in the banking business at the time that law was passed. 
Under the stress of those conditions, I could understand its being 
passed; and although I was a very junior officer of a bank, I did not 
complain. On'the other hand, those of us who believe in the free mar- 
ket system, at least theoretically see reason to permit the payment of 
interest on demand deposits. 

Mr. Parman. There were two things that entered into that, I think. 
No. 1, the banks were competing with one another for deposits, and 
in a depression period that was considered bad; but after we got out 
of the depression that, of course, would not be such a major concern. 

The other was that we were at the same time imposing on the banks 
an assessment for the Federal Deposit Insurance Corporation. We 
said, “well, we are placing this burden on banks, so we might relieve 
them of the burden of paying interest on demand deposits, so they 
will have an added income with which to pay the assessments.” 

Well, of course, the assessments have not amounted to a great deal 
so that factor has not in any way justified the bonus, I believe you 
would agree with that. 

Mr. Auten. Yes. 

Mr. Parman. The assessment has not been a major one, and they 
have been lessening it all along. I am glad to have your opinion that 
we should take another look at this matter. 

Mr. Auten. I would like to add one comment to what I said. 

Mr. Parman. Yes, sir. 

Mr. Auten. I mentioned the free markets and the fact that anyone 
who believes in them perhaps should advocate the right to pay interest 
on demand deposits. I think it should be studied, but I don’t want 
to emphasize that too much because the banking business is regulated 
and we recognize that it should be regulated. 

Mr. Parman. Bankers are opposed to regimentation. I don’t know 
of any group in America more vigorously opposed to regimentation, 
and yet here is the worst kind of regimentation, making it unlawful 
for them to pay interest on demand deposits. In other words, the 
law makes it unlawful for them to enter into a bona fide transaction 
with a customer and pay him for the use of his money. 

Mr. Atten. There were excesses, Mr. Patman. 

Mr. Parman. Well, yes. My time has expired, so I will pass to 
Mr. Reuss. 

Mr. Reuss. Mr. Chairman, Mr. Allen, I want to pursue a little bit 
the question of the $24 million a year which the Federal Reserve now 
pays out in dividends on this stock. It seems to me that the question 
of the institutional arrangements could be handled, and the institu- 
tional relationship preserved, by some device like that in at least one 
of these bills which talks about a modest ro mag 30 fee. In other 
words, the notion of private bank participation in the system could, 
it seems to me, be retained in one form or another. _o 

However, I am impressed by your point that the $24 million a year 
which is now paid by the Federal Reserve to the shareholder banks 
and which thus in essence is paid by the taxpayers, since the Treasury 
can’t get its hands on the $24 million which the Fed has paid 
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out, is, in effect, a subsidy. Now, I wonder what the most rational 
way to dispense that subsidy is. 

Let us assume that the banking system needs and has a right to $24 
million from the Fed in a given year. Under the present system, it 
is paid out to banks based upon, first, their membership in the Federal 
Reserve System, and secondly, their capital and surplus. That may 
or may not have any relationship to their need. I suggested yester- 
day to you that maybe the smaller banks should be the ones that get 
the lion’s share of this subsidy and your answer to that was sur- 
prisingly, at least surprisingly to me, the smaller member banks do 

etter profitwise than the larger member banks and hence there 
didn’t seem to be any reason to favor them in dispensing the $24 
million, 

Well, accepting that, how should the subsidy be disbursed? May- 
be it should go to banks on the basis of their net profits and be de- 
signed to bring up the profits of those below the bulk line. 

fr. Auten. I don’t like to quarrel about words, Mr. Reuss, but 
I indicated yesterday that I don’t go along with you on the word 
“subsidy.” You may very well believe that that is what it amounts 
to and I don’t propose to argue it any further. 

Mr. Reuss. Well, let’s just call it the 24 million and we will both 
be talking about the same thing in a neutral manner. 

Mr. Auten. When the Federal Reserve System was organized the 
dividend certainly was not construed to be a subsidy. The stock pur- 
chase was made an obligation of membership and, of course, the law 
still requires that. I really don’t believe I can add to what I said 
yesterday. It has just become a traditional concept. 

I personally feel that it is so traditional that the System would be 
weakened if, as you suggested, we found some other way of handling 
the matter of membership than stock. These directors we have in 
the banks, we haven’t discussed them here, but in my time in the 
System I have been very well impressed, very favorably impressed 
by the contributions which those directors make to the public interest 
by the time and effort they give to the affairs, the time and attention 
they give to the affairs of our bank. 

Mr. Reuss. I thoroughly agree with you and I would not suggest 
for one moment that the directorship pattern be changed. 

Mr. ALLEN. I know you would not. 

Mr. Revss. But what I am saying, a proposition to which I ask 
you to address yourself as I am, is this: Let’s keep the institutional 
arrangement whereby the banks retain some kind of membership 
token in the Federal Reserve System, as they do now. However, let 
the Federal Reserve repay the $398 million which the banks have con- 
tributed, letting them do with it as they want or put it out to earn 
money as they do their other assets and on some occasions they will 
earn more than 6 percent and on other occasions they will earn less, 
and if the banks require in order to make our banking system and our 
Federal Reserve System work, $24 million a year which would other- 
wise go to the taxpayers by being paid into the Treasury, I would 
cheerfully vote for that kind of a subvention—let’s use a French 
word meaning the same thing—if I found some rational reason for 
doing this. If the Federal Reserve will tell me what kind of banks 
they think need this $24 million, and for what purposes and in what 
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amounts, I will certainly consider it and cheerfully vote it if it is in 
the interest of the national banking system and the Federal Reserve 
System. 

Where I have my difficulty now that we are getting into this matter 
is that under the present arrangement the 6-percent dividends are 
paid out on the basis of capital and surplus, that is what it amounts 
to, and I just don’t have any showing before me that this is a rational 
basis for disposing of the $24 million a year. Being a rational per- 
son, I would feel much happier about things if there were such a 
basis. 

Mr. Auten. Well, I don’t believe I emphasized yesterday, Mr. 
Reuss, at least I didn’t intend to, that the banks just had to have this 
$24 million. I said that it served as a partial offset to the reserve 
situation and that it was a part of the institutional concept which had 
become traditional. 

As I also said yesterday, I would be concerned if the Federal Re- 
serve System were doing things for the commercial banks that made 
their profits exorbitant. It is my view with reference to the so-called 
free services that we provide to the commercial banks, that they are 
the intermediaries in giving those services to the public, and the 
profits in the banking business are fortunately, fairly stable, but not 
excessive. My feeling is that whatever we do, the public will get 
the benefit or the reverse in that the banking business, like any profit 
business, will see that it makes a reasonable profit. They are going 
to charge the public what it takes to make a reasonable profit, if they 
are good bankers, and I think most of them are. 

Mr. Reuss. Well, I wasn’t suggesting that the banking system was 
making exorbitant profits; far from it. I don’t have any knowledge 
actually as to the profit picture of the banking business. What I am 
suggesting is that your $24 million which would otherwise go to the 
Treasury is instead going to the banking system, and I ask how is this 
money apportioned as between banks? It might be, the nearest I can 
come to a rationale from our discussion, is that this $24 million should 
be apportioned to the banking system in proportion to the interest 
money which the banking system loses by reason of the reserve re- 
quirements. If that is so, I am certainly ready to listen to a sugges- 
tion that that $24 million should be used to compensate the banks for 
the money they lose by reason of the reserve deposit requirement of 
the Federal Reserve System. That, at least, would appeal to my sense 
of the rational whereas to compensate them on the fortuitous basis of 
how much capital and surplus they had may mean that one bank re- 
ceives money which it doesn’t need, whereas another equally worthy 
bank with smaller capital and surplus receives practically nothing, or 
much less than it needs to present a reasonable or average profit pic- 
ture. 

Mr. Auten. Of course, if you develop your rationale, Mr. Reuss, 
and I like to be able to rationalize what I do, I think it would be prac- 
tically impossible to do what I understand you suggested. ‘The re- 
serve requirements, as has been pointed out, vary a great. deal among 
the different States, and to attempt to fix this dividend on a basis 
where each bank would gain an offset to the extent that the Federal 
Reserve requirements exceeded those of a State would be practically 
a very difficult thing. 
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Mr. Reuss. Yet that is your justification of the taking of the $24 
million from the taxpayers’ pocket and putting it.in the bank’s pocket, 
that compensates them for the onus of Federal bank reserve require- 
ments. 

Mr. AuLENn. That is one of my reasons. 

Mr. Reuss. And don’t misunderstand me, I am not saying that may 
not be a perfectly valid justification. I am just distressed by the fact 
that the amount of the subvention is apparently wholly unrelated 
to the amount of the onus and usually you like to see a relationship 
between the two. 

Mr. Auuen, I think it is more related to the onus than your words 
suggest. The larger bank, you say, gets more dividends than the 
smaller bank. That is correct. They have more capital and more 
surplus, but both get the same percent on it. The larger bank, too, 
has higher reserve requirements than the smaller bank, generally 
speaking. 

Mr. Revss. But this relationship is a very rough one, indeed. 

Mr. Auien. That is correct. 

Mr. Reuss. And, as a matter of fact, have you ever made a break- 
down between the amounts paid out in the 6-percent dividends to 
banks and their individual reserve requirements, to see if there is any 
real relationship between them ? 

Mr. Aten. No, sir; we have not done that. 

Mr. Reuss. Thank you. 

Mr. Barr. Mr. Chairman. 

Mr. Parman. Mr. Barr. 

Mr. Barr. I am going to be forced to leave here. I have some 
banking business of my own, to try to get a couple of dollars for 
constituents here. Could I ask a question of Mr. Allen out of order? 

Mr. Parman. I am sure there would be no objection to it. Is that 
satisfactory? Fine. Go right ahead. 

Mr. Barr. Mr. Allen, if this capital stock which the members banks 
have invested in the Federal Reserve System were returned to them, 
how would they enter it on their books; where would it be entered on 
their statement—the money that they got back. Say, you paid back 
a bank a hundred thousand dollars on its stock, where would it go 
on their statement ? 

Mr. Auten. I am glad you asked that question Mr. Barr. When 
the Federal Reserve Bank pays out money, it pays out Federal Re- 
serve funds. That is the only kind of funds we can pay out. In ef- 
fect, not to go through all of the entries, the member banks, if we 
retired the capital stock, would get credit in their accounts on our 
books. 

In other words, their reserves carried with the Federal Reserve 
banks would be increased by roughly $400 million. I would like to 
mention that that is a sizable amount, and I feel that if this bill 
proceeds and receives further serious consideration, pew your 
committee would consider giving a little longer period for the payout 
of that money. 

Mr. Patrman. Paying it out gradually. 

Mr. Auten. I think the bill says 31 days now, Mr. Patman. 

Mr. Parman. Well, I agree with you. These would be high- 
powered dollars and, of course, they could be expanded upon eight 
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times. That would be about $3.2 billion added to the money supply. 
If you were to put that amount into the economy at one time, it could 
be inflationary ; that would have to be dealt with. 

I agree with you that it should be staggered. 

Mr. Aten. Of course, there are seasons of the year, Mr. Patman, 
when the economy needs money seasonally and we put in substantial 
amounts. 

Mr. Barr. That was one point I am glad you brought out because 
that was the next question I was going to ask, about the effect of this 
payout on a gradual basis. The next question: Say a bank had 
$100,000 investment in the capital stock of the Federal Reserve Sys- 
tem. That is shown in their investment account, isn’t it? 

Mr. Auten. Many banks show it as a separate asset item. 

Mr. Barr. Now, if this were returned to them, would they absorb 
it into their capital structure; would they mcrease their capital by, 
say, $100,000, or how do you think they would treat it ? 

Mr. Atten. Well, as Mr. Patman has indicated, their reserves with 
us would be increased and they would have that much more investable 
power, in loans or securities, and it could be pyramided. 

Mr. Barr. The point I was getting to, it seems on this statement 
that I have in front of me, on the profits of insured commercial banks, 
in 1957 the average national bank was earning 8.32 on its capital and 
in 1958, 9.45. I am just raising this question if we gave this money 
back to them, it is possible that they might do better than they are 
with you; is that a correct statement ? 

Mr. Aten. That is possible, Mr. Barr, but 6 percent is generally 
considered a good return by all bankers and this is a pretty assured 
return. They like it. 

Mr. Barr. Well, then we could summarize these questions; No. 1, 
it would be doubtful as to whether or not if the member banks would 
be better off if they got their money back, some might be, some might 
not be; is that a correct statement ? 

Mr. Atien. That is correct. Let me get that again. You say 
it is doubtful 

Mr. Barr. Well, the question I asked you, it looked to me as though 
if they got $100,000 back, it looked to me if in 1957 they earned 8.32 
on their capital and with the Federal Reserve they earned 6 per- 
cent 

Mr. Aten. That is right; if the reserve funds are added to the 
economy of the country, but if the Federal Reserve took steps to 
offset this, there would be no net gain to the banking system. 

Mr. Barr. The one thing we can agree on is dumping $400 million 
into the economy, as Mr. Patman pointed out, would run somewhere 
between a five- and eight-times factor, up to $3 billion, would be im- 
possible to do, in one big, fell swoop. 

It should be staggered over a period of time. 

Mr. Auxien. It would probably be undesirable to do it. It would 
have the potential to which you referred. 

Mr. Barr. Thank you, Mr. Chairman. 

Mr. Parman. Mr. Vanik, you are next. 

Mr. Vantk. I pass. 

Mr. Parman. Mr. Johnson. 
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Mr. Jonnson. Mr. Allen, I would like to broaden this query a little 
bit. You have discussed with Mr. Patman the services that the Fed- 
eral Reserve banks might render to encourage additional nonmember 
banks to join. 

Mr. Auten. Not that direct question. He did ask me what I 
thought might be done about this, the reserve matter, and I said, if 
I may repeat, that there were two courses of action as I saw it, one 
would be to lower reserve requirements to where they were more com- 
petitive with the State requirements and the other would be to re- 
quire all banks to join the Federal Reserve System. 

Mr. Jounson. This would primarily be a matter of lowering the 
reserve requirements for the country banks as I understand it. 

Mr. Auten. Well, the country banks are the ones that are most 
vulnerable from the standpoint of being likely to leave the System. 

Mr. JouHnson. What was the other alternative? 

Mr. Auten. Change the law so as to require all banks to join the 
System, as Mrs. Griffiths suggested, compulsory membership. 

Mr. Jounson. I don’t know that the Congress is in a mood to do 
it; I don’t know that Iam in a mood to do it. 

Mr. Parman. Will the gentleman yield on that point ? 

Mr. Jounson. Yes. 

Mr. Parman. The 1933 act provided that no bank could get the 
benefit of the Federal Deposit Insurance Act unless it became a member 
of the Federal Reserve System. But a period was provided in which 
this requirement was to become effective. In 1935 that provision was 
changed before it became effective. Mr. Prentiss Brown, who was a 
member of this committee at the time, who later became Governor of 
Michigan, filed a dissenting report on that point, saying that the 
committee was taking the requirement out of the law because of 
tremendous pressure against it—we can assume from both the non- 
member banks and the member correspondent banks. 

So we have an example of how this proposal is thought of. It was in 
the law at one time, but later repealed. 

Mr. Aten. I think I indicated yesterday that at this stage in my 
experience I do not favor compulsory membership. 

Mr. Jounson. You would be in favor of 

Mr. Auten. I would be opposed to compulsory membership. 

Mr. Jonson. Would you be opposed to reinstating the provisions 
of the 1933 act which would make FDIC insurance available only to 
members. 

Mr. Aten. I would be opposed to that because that is the same 
thing for all practical purposes. 

Mr. Jounson. Well, I think that we can agree that while the law 
conceivably we could accomplish this purpose, I doubt that there is 
any disposition to attempt that at this time in this committee, much 
less in the Congress. 

Nonetheless, there may be reason to raise the question with the Fed- 
eral Reserve as to whether there are some things that either they, by 
reservation or we by law, might undertake to do which could encour- 
age a more widespread membership in the Federal Reserve System. 
There are purposes involving the good of the whole national economy 
which are most effectively served through the Federal Reserve Sys- 
tem. Do you not agree? 
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Mr. Auten. I do, Mr. Johnson, and I do not mean to infer by what 
I have said that I don’t think there are advantages in membership. 
I do, and the pamphlet for which Mr. Patman was good enough to say 
a kind word yesterday—he has asked me for additional copies—and I 
think when you receive that, you will feel that we do a fair job at 
least of pointing out the current advantages other than check col- 
lection and cash. 

Mr. Jonnson. And yet there are apparently local situations where 
banks feel that they either cannot do what is needed to qualify or 
they do not wish to qualify. For example, do you not have a higher 
initial capital requirement than some States provide? 

Mr. Auten. I am not as well informed in this field as I should be, 
but I think that you are correct. 

Mr. Jonnson. Furthermore, there are certain provisions with re- 
spect to the kinds of loans that can be made by member banks which 
may appear more stringent than those which may apply in given 
States. 

Mr. Auten. That is correct. 

Mr. Jounson. I will ask the chairman, did not either this commit- 
tee or the Joint Economic Committee some years ago do a fairly 
thorough study on this topic and issue a congressional report which 
deals with the differences between the Federal requirements and the 
State requirements on this point ? 

Mr. Parman. This matter has been considered by the Joint Eco- 
nomic Committee at different times, but not specifically, not a hearing 
on this particular matter. 

Mr. Jounson. There was a report as I recall it, on monetary, credit, 
and fiscal policy, which I think explored this area. 

Mr. Parman. Yes, I think that was in 1954 under Senator Flanders. 

Mr. Jounson. We might suggest to you as a member of that com- 
mittee or to the committee staff that this be investigated to see whether 
we have as much information in this area as we might wish and if not, 
to ask the appropriate authorities to bring it up to date. 

Mr, Parman. Are you referring to the reserve requirements of the 
States as compared with the Federal Reserve System ¢ 

Mr. Jonson. There are other things involved. The things I am 
probing to the limit is if we are going to contemplate ways of making 
membership more attractive to those who have elected not to jom— 
and as I recall it, they are free to elect to join at any time if they are 
qualified and will meet the Federal Reserve requirements—that their 
reasons are advisable in many cases. If we knew what they were, we 
might reexamine whether we wish to either modify the Federal re- 
quirements or suggest to the Federal Reserve that it modify its re- 
quirements or just decide that there are some limits we won’t go to. 

Mr. Patrman. May I suggest, Mr. Johnson, I think you will find 
that in all of the States where there is a reserve requirement and all 
except Illinois, I believe, have a reserve requirement, is that correct, 
Mr. Allen ? 

Mr. Auten. I can speak with complete knowledge only of the sev- 
enth district. It is the only one in the seventh district which has no 
requirement. 

Mr. Parman. I believe it is the only one in the United States. 
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Well, where they have no requirement, they use their capital stock, 
surplus, and undivided profits as their reserve. 

Mr. Auten. No, sir. 

Mr. Parman. I thought they let them consider their capital stock 
as part of their reserve fund. 

Mr. Atten. You are speaking of States now where there is no 
requirement. 

Mr. Parman. Yes. 

Mr. Aten. I can say in Illinois that is not the case. 

Mr. Parman. They are not using their capital stock as part of the 
reserve ? 

Mr. Auten. Well, you are speaking of capital stock. That is a 
liability. 

Mr. Parman. I know, but what they get for their capital stock, 
they invest it. If they invest it in Government bonds, for instance. 

Mr. Auten. You are suggesting that their assets must include cer- 
tain reserves, the equivalent of their capital stock ? 

Mr. Patman. Yes, it is my understanding that in many States the 
reserves are invested. In other words, the reserves do double duty. 

Mr. Auien. I understand that is not the case in Illinois. 

Mr. Jounson. I am not sure that I want to water down Federal 
requirements. I have the suspicion in the back of my mind that if 
we were to seek to encourage every nonmember to join by a reduction 
in requirements, this would be a loss to the integrity of the System. 
If we were to attempt to force banks to join the Federal Reserve Sys- 
tem who do not wish to, we might discover that they would become 
some other kind of financial institution. 

Most States now have a wide variety of quasi-bank institutions. 
We might find that all we would succeed in doing would be to force 
them to take out charters as a non-banking financial institution which 
would vitiate the whole program anyway. 

Let’s come back to the far more fundamental concern which is what 
can the Federal Reserve do to improve the quality of the service it 
renders to members and nonmembers, region by region if that is 
appropriate ? 

For example, I represent an area which is a high plains area. We 
are in the area which is afflicted by prolonged drought on many occa- 
sions. We think of our credit needs as being somewhat different 
from those in other areas, because our farmers and ranchers have to 
plan over a longer cycle than a single crop year. 

They normally have to plan for balancing out in 3, 5, or 7 years 
even in some cases. During the early 1950’s we had a series of bad 

ears in some areas. Now, do you feel that your own bank and its 

oard of directors has sufficient independence that the peculiar or spe- 
cial needs of your own district can be adequately met independently 
of pressures of the winds of national fiscal and monetary policy ? 

Mr. Auten. I do feel that, Mr. Johnson, based on my experience. 
I don’t know that you have seen the report of examination of our 
bank. Possibly you have. That report of examination has been 
made available to the committee, and you will find in there not critic- 
isms, I am sure they are not that, but you will find reference by the 
examiners to banks that have borrowed perhaps longer than might 
be considered normal from our bank. 
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We have tried to follow the law which asks us through the discount 
window to take care of commerce and agriculture and industry in our 
district. We have quite a varied district. We have Iowa, for instance, 
with different kinds of farming. 

Mr. Jounson. My family roots are in your district. I know most of 
the district fairly well. 

Mr. Aten. We were, I think, the only Federal Reserve bank last 
year that discounted agricultural paper. We had only two banks 
that wanted us todoso. The others all had Government bonds. It is 
easier for them and for us to lend against Government securities. We 
stand ready to help them. 

And I have always felt, Mr. Johnson, that since we have the author- 
ity, the examination authority over these banks, that we have a respon- 
sibility to them, a responsibility to the community through the banks 
to take care of unusual and unexpected situations, the drought areas 
and so on, and I expect that we are going to do that. 

Mr. Jounson. And you have had no criticism from the Board of 
Governors / 

Mr. ALLEN. None whatever. 

Mr. Jounson. Thank you. 

Mr. Parman. Mrs. Griffiths ? 

Mrs. Grirrirus. Thank you, Mr. Chairman. Yesterday, Mr. Allen, 
you pointed out that if you lost half of your members, it would have 
some harmful effect upon the effectuation of the monetary policy. May 
I ask you if you lost that membership and, therefore, your control 
over the effectuation of the monetary policy, would that power accrue 
to banks outside the banking system or would it dissipate ? 

Mr. Aten. Undoubtedly, Mrs. Griffiths, you are correct when you 
say that I made that statement yesterday. I don’t recall it exactly 
that way. But I thought you might ask me, whereas today 85 percent 
of the deposits are in member banks, I thought you might ask me at 
what point down the line 

Mrs. Grirritus (continuing). Will it be harmful ? 

Mr. Auten. I don’t know. I think that would have to be a matter 
of trial and error. I can tell you that today I believe having banks 
with 85 percent of deposits members of the system, I believe that we 
have effective control. Where it would go from there, I can’t tell you. 
National banks, of course, being a part of the members of the system, 
represent a substantial proportion of the total deposits in member 
banks; it is more than half. I have the figure here someplace. 

Mrs. GrirrirHs. You don’t know where the power would go. You 
can’t say whether it would go over to the banks outside the system or 
whether it would simply be dissipated ? 

Mr. ALLEN. Well, think it would disappear, or at least it would 
be diminished. 

Mrs. Grirrirus. The control of the Federal Government over the 
monetary policy of the country would be lessened. 

Mr. Auten. The control of the Federal Reserve System would be 
greatly diminished, yes. 

Mrs. Grirritus. With these correspondent banks, what service do 
they render that you don’t render for their smaller banks? 

Mr. AEN. I will try to enumerate a few. One, of course, is a 
foreign department. 
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Mr. Parman. A what? 

Mr. Auten. A foreign department, Mr. Patman. In our area par- 
ticularly and throughout the country, export is becoming more and 
more important, and commercial banking service includes advice on 
foreign transactions, the purchase and sale of foreign exchange. We 
have nothing of that type in the Federal Reserve banks. Another 
area is advice on loans, advice on credits. Our loans, as I mentioned 
yesterday, are entirely to banks and almost exclusively against Gov- 
ernment securities because they happen to provide such securities for 
collateral, but every little country banker, every banker, is presented 
daily with credit problems. Particularly with our banking system 
like it is, with a great many small banks—and I am glad we have 
them—industry in many sections of the country, in fact throughout 
the country, has grown faster than the banking business. 

There are many small towns where a little bank will have a lending 
limit under the law of $20,000, but the plant down the street will have 
grown to where it has the capacity to borrow $700,000. They like the 
little bank, they carry their deposits there, but they need more money 
than he can lend, so he goes to the big city bank which is daily lending 
that sum and larger. The city bank advises him on the credit and 
participates with him in it. The city bank takes the amount that the 
little bank cannot handle. That is just one factor. There are others, 
such as investment advice on securities. 

Mrs. Grirrirus. Are some of the services that are rendered by the 
correspondent banks rendered free largely because you render free 
services to them ? 

Mr. Auten. No; the correspondent banks, of course, do take the 
checks that come to them from the nonmembers and pass them over 
to us, but the correspondent banks process those checks. They handle 
them and they insist, if they are good bankers, and they are, on aver- 
age balances which will compensate them for the services they are 
rendering. 

Mrs. Grirrirus. So they are really not free services at all. 

Mr. Atren. Ours are not free services ? 

Mrs. Grirrtrus. No, the correspondent banks’ services are not free. 

Mr. Auten. There is a duplication there, Mrs. Griffiths. It would, 
of course, be possible for the nonmember banks to join the System and 
send their checks to us and thereby avoid the correspondent, but they 
would still—the figures that I put in my statement yesterday show 
that members as well as nonmembers carry large balances with these 
banks in order to get services we don’t render. 

Mrs. Grirrirus. Do you have any objection to rendering advice to 
smaller banks on loans or are you prohibited by law ? 

Mr. Auten. We are not prohibited. Because I have had some ex- 
perience in commercial banking, bankers on occasion come in and 
ask me questions regarding loans. I try to be as helpful as possible, 
but, we do not participate in those loans. 

Mrs. Grirrirus. You are really not in business to make a profit. 

Mr. Atiten. No, ma’am, we are not. 

Mrs. Grirrirus. And therefore, you are not really competing with 
anybody from the standpoint of trying to make a larger profit. 

Mr. Aten. Not from the standpoint of profit, no. 

Mrs. Grirrirus. They are competing with you because they want 
to make a profit. 
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Mr. AuLEN. Some say we are competing with them; some have 
said that ever since the Federal Reserve System started. 

Mrs. Grirrirus. The real truth is if they win, your contro] over 
the monetary policy as you have pointed out, will dissipate. 

Mr. Auten. There has been a pretty good balance, Mrs. Griffiths. 
The large banks in Chicago which are nearest our bank and are the 
largest in our district, of course they are seeking to increase deposits. 
They are in business to make money, but they don’t go out—the large 
banks in Chicago don’t go out and urge the smaller banks to with- 
draw from the System. 

I can’t say they urge them to join either, but they are pretty fair 
about it; it is live and let live as far as they are concerned. Cer- 
tainly their top executives feel that the Federal Reserve System is 
a very useful and necessary organization for the good of the country. 

Mrs. Grirrirus. In my judgment, I think that you cannot afford 
to give up the power to govern. I would think that you would be 
quite within your bounds to give advice on loans. 

Mr. Auten. I do. I said I did. We don’t participate in loans. 

Mrs. Grirrirus. You don’t participate, but you do help them with 
advice ? 

Mr. AtieN. Oh, we give advice if they ask us for it. I must say 
we do not have a highly trained staff for that purpose. 

We don’t have officers that are making those loans. We don’t 
have experience in that field except as it happened to accrue to a 
few of us who have worked in commercial banking before. 

Mrs. Grirritus. Well, Mr. Allen, I can’t think of a worse situation 
than to have a badly trained staff give advice on loans. 

Mr. Ariten. You are quite right. Of course, that is the great 
problem for small banking and small business. 'They need competent 
advice, and advice is good only in relation to its competence, as you 
suggested. 

Mrs. Grirrirus. Thank you, Mr. Chairman. 

Mr. Parman. I agree with you, Mr. Allen, that the main thing in 
considering ways of getting nonmember banks in the Federal Re- 
serve System is to devise some way of helping them out on the reserve 
situation. That is where they make their money, through the ex- 
pansion, of course, which is part of our system. I am certainly not 
opposed to the fractional reserve system. I am for it. And I want 
the banks to make good profits, because we can only have a good 
banking system if we have a profitable banking system. 

Therefore, we shouldn’t do anything that would prevent a bank’s 
being profitable. They must be profitable in the interest of the gen- 
eral welfare of all of the people. 

The reserve situation, as I view it, is this: The Federal Reserve 
member banks don’t have to put up any of their actual money. Their 
reserves are created for them by the Federal Reserve. The non- 
member banks, on the other hand, have to put up the bank’s funds 
as reserves, but they can generally make these reserves do double duty. 
In other words, they are generally permitted to invest their reserves. 
That is correct, isn’t it ? 

Mr. Auten. Many of the States permit, for instance, Government 
securities to serve as reserves. 

Mr. Parman. Yes. In other words, they can invest their reserves 
in most States. 
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Mr. Auten. Well, Mr. Patman, most of them say that cash in vault, 
cash in hand, counts as reserves, that balances with their correspond- 
ent banks count as reserves. 

Mr. Patrman. Yes, sir. 

Mr. Auten. Now, your statement that they could invest their re- 
serves, with respect to the balances in correspondent banks it is true 
that those balances provide them with services and they are invested 
in that way. 

Mr. Parman. And they do receive some compensation for these bal- 
ances, whereas the Federal Reserve member banks have their reserves 
created for them, but they cannot invest them, on the theory that the 
reserves would thus be doing double duty; they are not reserves if 
they are invested. 

Mr. Auten. They are not available, they can’t use them. 

Mr. Parman. They can’t use them, but some people look upon these 
reserves, Mr. Allen, as a pile of money or a pile of securities—in other 
words, something that can be reached in the event it is necessary. 
But in truth, they are fictional, are they not? There is no actual 
money, and there is no actual security in these reserves; it is just a 
bookkeeping operation. 

Mr. Auten. Well, there is a deposit there to their credit. As I said, 
those reserves cannot be used as long as the bank is operating and 
needs to carry them with our bank under the law, but they certainly 
would be useful in the event of liquidation. The money would be 
there for them in the event of liquidation. 

Mr. Parman. Not so long ago I went through the Federal Reserve 
Bank of New York and I told them I wanted to see two things. 

One, I wanted to see the actual securities which are supposed to be 
in the Open Market Committee’s portfolio. They cheerfully showed 
me this portfolio. 

Incidentally, I had been to this bank and seen the portfolio about 
30 years earlier. At that time they had hundreds of people clipping 
coupons although they then had only about a billion dollars’ worth 
of bonds. When I went back this time, they took me to the same 
large room but much to my surprise nobody was clipping coupons. 
We went back to the end of the room and up to a little safe—it wasn’t 
large. I said I wanted to see the whole open market portfolio—all of 
the securities. “They are all right in here,” they said. They opened 
the safe and there in a space not any larger than half of that table, 
was a stack of bonds about 6 or 8 inches high and about 6 or 8 inches 
wide and long. I said, “Is that the whole $2714 billion?” They re- 
plied, “Yes, that is all, take one of them, and look at it.” I reached 
up and took one. It was a $500 million bond and the coupon was 
about $175,000. 

They told me that, now, when the Reserve System has a large 
amount of bonds the Treasury accommodates, as it should, by permit- 
ting them to exchange a lot of bonds in small denominations for one 
bond in a large denomination. 

We saw the bonds, all right, the whole portfolio. 

But then I told them that the other thing I wanted to see was the 
member bank reserves. It was explained to me, as I really already 
knew, that. there is no stack of money, no stack of bonds, and no stack 
of anything that is tangible. The member bank reserves are merely 
postings of credits in a book. It is all invisible, intangible. i 
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Mr. ALLEN. It is just the same as when you go to your hometown 
bank and say, I want to see my account and they just show you the 
transcript of your account on a sheet of paper. 

Mr. Parman. That is right, it is all a bookkeeping matter. There is 
nothing visible or tangible about it. 

Mr. Auten. Well, they showed you the bonds and they probably 
showed you the gold. 

Mr. Parman. Well, of course, they don’t own the gold. They are 
keeping it there for foreign countries and for the Government. 

Mr. Auten. They have gold certificates. 

Mr. Parman. They don’t print them any more, do they ? 

Mr. Auten. I thought they did. We have $800 million in our 
bank. 

Mr. Patman. In gold certificates ? 

Mr. AtiEen. Yes. 

Mr. Parman. I think under the law they are allowed to handle 
that just as a bookkeeping operation too. 

Mr. Auten. I believe that is the case, too; but we have $800 million 
in our bank. ‘ 

Mr. Parman. I know there are some in existence. 

The pile of bonds is there but there is no pile for the reserves. 
Reserves are all just bookkeeping transactions. So in comparing this 
reserve situation of the member banks and the nonmember banks, 
you have to take into consideration the member banks don’t put up 
any money, the reserves are made available to them as Federal Reserve 
credit. But while the State nonmember banks have to put up money 
for reserves, they can use their reserves double duty. That is, most of 
them can invest their reserves in interest-earning assets, but the mem- 
ber banks cannot. They must be available at all times for conversion 
to cash, in case they should need it to meet their depositors’ demands. 

So those points must be resolved in the consideration of what it 
should take to make the member banks and the nonmember banks 
equal as to the advantages and disadvantages of their different types 
of reserve requirements. 

Mr. Atren. I am not taking exception to what you just said, Mr. 
Patman, because I think it is essentially correct. The nonmember 
State banks do get some use out of their reserves which the member 
banks don’t get, although the facility of using our discount window, 
we think, is a valuable asset to membership. 

Mr. Parman. Suppose that the Federal Reserve should stop the 
nonmember banks from getting free benefits of the check-clearing 
system. I assume you could do it by regulation. The Federal Reserve 
System is doing these banks a great favor without cost to the banks. 
In other words, isn’t a nonmember bank today getting the same service 
in the clearance of checks through its correspondent, as a member 
bank gets ? 

Mr. Aten. That is correct. : 

Mr. Purmdy, And they don’t pay anything for the Federal Reserve 
service ¢ 

Mr. Auten. They pay for it by carrying balances with their cor- 
respondent. 

Mr. Parman. Compensating balances? 

Mr. Arten. Yes, sir. 
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Mr. Parman. Well, to that extent I guess they do. 

Mr. Auten. Of course, you can develop that point along the lines 
that we developed the free services. Let’s assume that we attempted 
to do what you have at least suggested and said that we won’t handle 
any checks from correspondent banks that came from nonmembers. 
Then the correspondent banks and the nonmembers would necessarily 
set up at considerable expense a check collection system. 

Mr. Parman. Of their own. 

Mr. Auten. And the public would have to pay the bill. 

Mr. Parman. Well, I estimate that it costs the Federal Reserve 
about $120 million a year for check clearing in the entire system. 

Mr. Auten. I thought $120 million was approximately the total 
expenses of the system. 

Mr. Parman. No; but most of the total would be for clearing checks. 

Mr. Auuen. Yes, I suggested yesterday that because about 41 per- 
cent of our people are in the check department, that might be a guide. 
Of course, our check department, as was developed later, is largely 
a mechanical operation and the 40 percent is probably a little high 
related to our total expenses, but it is our most expensive operation. 

Mr. Parman. Yes, sir; and since that money would flow back to the 
Treasury were it not intercepted for that purpose, the public is, in 
effect, paying for the clearing of the checks of the nonmember banks 
as well as the member banks. 

Mr. Auien. That is correct. I again suggest, as I always try to do 
in these things, that we look at the profit line, look at the last line, and 
the nonmember banks, according to my figures over 13 years, do. show 
a slightly higher percentage of return than the member country banks 
po I believe, is the most comparable area, but it is very slightly 

er. 

r. Parman. I want to ask you whether or not there is any con- 
flict between the Open Market Committee and the dealings of the 
11 banks of the System, other than the New York bank, in the pur- 
chase and sale of Government bonds. 

Does the Open Market Committee ever come in conflict with your 
bank in the buying and selling of securities which you do for your 
local customers—your member banks and your other clients / 

Mr. Auten. My observation is that it does not, Mr. Patman. As 
you just said, we buy and sell for our member banks. 

Mr. Parman. What is the aggregate amount of business you do that 
way annually, Mr. Allen? 

Mr. Auten. If you will just wait a minute, I will get that. At least 
I can give you an idea on it. I don’t know that I have it handy. I 
have it for the month of May or a recent month here. Here it is, 
for May 1960 and May 1959. In May 1960 we had 783 purchase 
transactions of Government securities totaling $65 million. 

Mr. Parman. That is 1 month. In other words, that would be 
about $700 million a year? 

Mr. Aten. It would be about $700 million. And on the sales side, 
these vary from month to month. On the sales side we had 390 
transactions totaling $31 million. 

Mr. Parman. Now just this one point, if you please, and I will 
yield to others. Do you ever find yourself in conflict or in competition 
with the Open Market Committee? You see they are buying or selling 
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securities almost all of the time. One of the objections to not having 
a legally constituted Open Market Committee—one committee for the 
whole System—was the fact that there was competition between the 
Federal Reserve banks in buying and selling bonds when each of the 
Federal Reserve banks did its own buying and selling. The Federal 
Open Market Committee, which was legally constituted in 1933, and 
revised in 1935, was established on the theory that you didn’t want 
competiton among units or parts of a pam bbe if | agency buying 
and selling Government bonds. 

But, evidently, we haven’t dispensed with the competition entirely, 
because if the Federal Open Market Committee is buying and selling 
Government bonds throughout the year, and all of the Federal Re- 
serve banks are also buying and selling most of the time, you still have 
that same problem; don’t you, Mr. Allen? 

Mr. Auten. Mr. Patman, I would say we don’t have it to a practical 
degree. In Chicago we are the second largest of the 12 Federal Re- 
serve banks, and we probably have more of these transactions for mem- 
ber banks because we have so many more member banks than any other 
district; we probably have more of them than any other Federal Re- 
serve bank, and yet the amount per day is so small—— 

Mr. Parman. I amsure that is correct about the amount of business. 

Mr. ALLEN. It would not conflict. 

Mr. Parman. Mr. Burke, would you like to ask a question ? 

Mr. Burke. No, Mr. Chairman. 

Mr. Parman. Mr. Johnson. 

Mr. Jounson. We have been trying to get a picture here of how your 
bank operates with respect to the member banks. In the discussion 
yesterday you pointed out that each bank has one vote for the directors. 
Now just for the sake of the record, would you mind briefly summariz- 
ing the election process by which your three classes of enna are 
chosen, how the banks vote and how you divide them for the purposes 
of voting? 

Mr. Auten. I shall be glad to do that, Mr. Johnson. The Board of 
Governors has a formula which I won’t go into now, but it is quite de- 
tailed, for dividing the member banks in the district into three groups. 
It is a tried and tested formula and it looks to me like a good one. It 
means that we have to examine our member banks periodically to make 
sure that we have a division among the three groups which meets the 
Board’s formula. 

Our class A directors, according to the law, shall be elected by and 
be representative of the stockholding member banks, and those three 
class A directors have always been bankers. They are elected—well, 
the top group is member banks with capital and ah es of $2,500,000 
and more. That group, as I have indicated, elects one banker 
to the board of directors. He doesn’t have to be a banker, but the law 
says “representative of” and he has always been a banker. That group 
also always elects one man who is active in commerce, agriculture, or 
industry, and whom the law refers to as a “class B director.” These 
are the banks with $214 million or more capital and surplus. 

The next group are member banks that have capital and surplus of 
$400,000 and more, but less than $2,500,000. They also elect a class 
A director who has always been a banker; and they elect a class B 
director, who comes from commerce, agriculture, or some other in- 
dustrial pursuit. 
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Then the group of smallest member banks are those with capital 
and surplus under $400,000, and they also elect a class A and a class 
B director. 

Mr. Jounson. Could you tell us, approximately, how many banks 
are in those three classes ! 

Mr. Auten. Yes; approximately. I may be a little off, but maybe 
you will let me correct the record on this. The largest banks, there 
are between 80 and 90 in that category. The smallest group has ap- 
proximately 600, so to get the medium-sized group you take 680 and 
subtract it from our total membership of about 1,008 and you get some- 
thing under 400 there. 

Mr. Parman. Congressman, would you yield there for a brief ob- 
servation ¢ 

Mr. Jounson. Surely. 

Mr. Parman. Mr. Allen, you mentioned that class A directors 
would be bankers and class B would be representing agriculture, busi- 
ness, and so forth. That question came up with Mr. Martin one time, 
and Mr. Martin expressed the view that the class B director could be 
considered as borrowers of the bank. He was not willing to admit at 
that particular time that they were probably stockholders of the 
banks. I asked him to send a questionnaire out to find out if they 
owned bank stock, which he did. More than a majority of the class 
B directors did own bank stock at that time. 

Mr. Auten. There is no prohibition against that in the law. 

Mr. Parman. That is right; there is no prohibition, and there is 
still no prohibition against bankers. There can still be bankers in 
class B. 

Mr. Vanrg. Mr. Chairman, was it not the original concept that 
class B membership would be the public representative ? 

Mr. Parman. No; class C was the pablio representative. 

Mr. Auten. The class C directors, who are appointed by the Board 
of Governors, not only cannot be officers, directors, or employees of 
banks—as is true also of class B directors—but, in addition, class C 
directors cannot be stockholders of any bank. 

Mr. Jounson. They must be nothing more than occasional bor- 
rowers or depositors as far as I can get from it. So this means that 
the smaller banks, of course, are more numerous. Could you give us 
any comment about how these aggregates add up? I suppose if you 
peppetee as aggregates of assets and liabilities, or capital, or any 
other measure, the 80 top banks would have assets far in excess of 
the 600. 

Mr. AuLeN. Far in excess of either other group. The smaller banks, 
although large in number, have the smallest capital and surplus. 

Mr. Jounson. So this proportional representation is only approxi- 
mate, but each bank casts one vote. 

Mr. AuLeN. Yes. 

Mr. Jounson. Do you find in practice that commerce, agriculture, 
and industry are each represented or do all your class B directors 
turn out to be industrialists, or people engaged in the wholesale and 
retail trade? 

Mr. Auten. You are speaking of the elected directors, and I can’t 
recall that we have had in either the A or B category, an agricultural 
man. The Board of Governors has, in my time at least, seen that we 
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did have a man conversant with agriculture among the class C 
directors. We have the president of Iowa State University at the 
present time, and his predecessor was the farm editor of the Des Moines 
Register & Tribune. 

Mr. Jounson. So the public representatives sort of help adjust 
that balance a little bit. 

Mr. Auten. In our case they have. It may be that in other districts 
farmers or other agricultural specialists have been elected. 

Mr. Jounson. Now, as your public representative, you have occa- 
sionally in the past had a person who was an educator in the teaching 
or research field. Is this generally or only occasionally true? 

Mr. Auten. At least occasionally. We have had such directors—— 

Mr. Jounson. Wasn’t Dr. Simeon Leland for a long time a director ? 

Mr. Auten. Yes; I believe he was Chairman of the Board. 

Mr. Jounson. And one of those three public members is also a 
special agent of the Federal Reserve ? 

Mr. Auten. The Chairman of the Board is the Federal Reserve 
agent and as you probably know, the Chairman of the Board and the 
Deputy Chairman are so designated by the Board of Governors from 
the class C directors. 

Mr. Jounson. The class A and B directors have no chance at those 
jobs to start with ? 

Mr. Atuen. That is correct. 

Mr. Jounson. What does it mean to be the Federal Reserve agent ? 

Mr. Auten. That function has to do with the issuance of Federal 
Reserve notes, that is, currency, and the hypothecation of collateral 
against those notes, that is, gold certificates and Government bonds. 
The gold certificates and bonds are under the control of the Federal 
Reserve agent. 

Mr. Jounson. So insofar as you are dealing here with a peculiarly 
public function as against a commercial function, and this function 
is a governmental activity, this person is directed by the Government 
to have the sole responsibility aan authority in this realm. 

Mr. Auten. That is correct, except where the law provides for 
joint custody. 

Mr. Jounson. Would it matter for the purposes of regulation 
whether these banks held stock or membership certificates ? 

Mr. Auten. No; I don’t see that it would. From that standpoint, 
the bill under consideration leaves the process as it is. 

Mr. Jounson. There is nothing involved in the measure we are 
discussing this morning which would in any way affect the election 
process you have described. 

Mr. AtteNn. That is correct. 

Mr. Jonnson. At the end of yesterday’s session I suggested the 
problems were philosophical and psychological, not financial. You 
added, “in a spirit of fairness, too.” I did not have a chance to 
question you about it. 

Would you care to further elaborate on what you intended to say? 

Mr. Auten. I can’t help but feel, Mr. Johnson, that particularly in 
the case of national banks, that my statement applies. The purchase 
of this stock with its 6-percent dividend was made an obligation of 
membership. 

Mr. Jounson. That is true. 
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Mr. Aten, It still is, and the bill proposes that that obligation be 
removed, but to put it in the vernacular, that was the deal. 

Deals, of course, can always be changed and they should be changed 
when it is in the public interest to change them. I don’t feel that it 
is in the public interest in this case. I will digress, perhaps, but I will 
mention the taxable feature again. As we said yesterday, some of the 
dividends are still tax free. That was the way the law was written. 
National banks, and they represent a large part of the Federal Reserve 
System, have no option whether to belong to the system they are in; 
and I feel that the spirit of fairness is an angle to be considered. 

Mr. Jounson. You view this as a contract without any termination, 
a noncallable bond ? 

Mr. Auten. It can, I presume, be terminated by Congress whenever 
Congress decides to terminate it. 

Mr. Jounnson. If I may digress for a moment, Mr. Chairman, when 
I was a graduate student, I worked for the State of Wisconsin, and 
the outgoing Governor, La Follette, sought to pay off the Civil War 
debt. You may not be aware of it, but Wisconsin apparently was in 
grave danger of being invaded and it incurred a special debt. It was 
the only basis on which the State could incur debt, under threat of 
invasion or war. 

During the Civil War they borrowed money. In the course of time 
all of these bonds were bought up by the teachers retirement fund. 
They were noncallable bonds carrying a 7- or 8-percent coupon. 

You can imagine the public outcry that emerged from sources that 
you can easily imagine when it was suggested that this debt should 
now be repaid, the treasury was adequate to pay it off and I should add 
that at least at that time the debt was not paid off. The outcry was 
sufficient to stop the action. Now that was a more generous coupon 
at a time when interest rates were generally much lower than prevails 
today. seals ; 

Perhaps if we are ever going to drop this 6-percent obligation, this 
would be a good time when its margin of value was still low. If we 
move back to a time when interest rates are lower, perhaps the ques- 
tion of fairness would be pressed even more strongly upon us. Is 
this fair? 

Mr. Auten. You raise a good point, Mr. Johnson, and, of course, 
that applies to some of our comments about membership. Back in the 
thirties and up to 1940 when money rates were lower than they are 
now, abnormally low, membership in the Federal Reserve System 
increased greatly in our district. 

We had a great number of new members come in every year because 
money did not earn much and the value of our services was obviously 
worth the reserves. But that doesn’t happen when money rates are 
higher. ) 

Mr. Jonunson. Now, let me advance this point one step further, Mr. 
Chairman, and I am mostly probing for the meaning of your comment 
yesterday. “ 
~ When the act was originally passed, it actually called for a 6-percent 
investment, but to make it easy on the banks, we only took half of it at 
the outset. Don’t you feel that the Federal Reserve has failed to keep 
the congressional intent by a failure to insist on the other 3 percent 
being invested as well ? 
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Mr. Auten. My reading of the act would make me question your 
words “congressional intent,” Mr. Johnson. The act stipulates that 
3 percent—or one-half the total required subscripition—be called, and 
that the remainder may be called. 

Mr. Jounson. I will accept your correction, but if this deal is good, 
wouldn’t a deal twice as good be better ? 

Mr. Auten. The member banks would like it. Quite a number of 
ms members have said, “Why don’t you call that other 3 percent? We 

ike it. 

Mr. Jounson. This might be an easy way to reduce reserve require- 
ments, reduce the surplus reserves if that occasion should plague us at 
some time inthe future. You said earlier that to pay this off would, in 
fact, in the short run increase reserves because you would give them 
Federal Reserve funds. 

Mr. Auten. We would give them Federal Reserve funds. 

Mr. Jounson. If this were to be done either the Federal Reserve 
would have to take some appropriate corrective action or at least they 
would have to watch the situation closely, shall we say, to see to it 
that this did not result in an untoward increase in the volume of 
money. 

Mr. Auten. Ata given time, I think so; yes, sir. 

Mr. Jonnson. Changing the subject somewhat, but it is suggested 
by the prior comments, at what rate do you think the volume of money 
should increase in the United States, the volume of money used in a 
broad sense { 

Mr. AttEN. The volume of money should increase fast enough to 
adequately take care of an expanding volume of business, expanding 
at as high rate as is feasible without inflation. 

Mr. Jounson. Have you any judgment as to what that might be 
from your experience or observation ¢ 

Mr. Auten. No, I haven’t, Mr. Johnson. I think that is something 
that you just have to play as things happen. 

Mr. Jounson. If we do not increase the volume of money as rapidly 
as that, what happens ¢ 

Mr. ALLEN. Our economy does not grow at the rate it should grow. 

Mr. Jounson. Well, now as I read the Federal Reserve Bulletin, I 
find a rapid increase in the velocity of money in recent years; in other 
words, that the volume of money must circulate more rapidly to pay 
for all transactions at prevailing prices; this equation of exchange 
(MV-PT), used to assume that velocity was something fairly stable. 

Now we find it is variable. Would you say that this is a response 
to the failure of the system to expand the money supply as rapidly as 
it might have? 

Mr. Auten. No, I wouldn’t put it that way. I would say it is 
the response of the markets to a strong business situation and insufli- 
cient reserves to meet the demands of all of the people who wanted 
money at that time. 

Mr. Jounson. Well, if money is turning over not every 18 days, but 
every 15 days, let us say, or almost every 12 days 

Mr. Auten. It is not as high as it was in the twenties but it is high. 

Mr. Jounson. This is in part a reflection of the changing practice 
with respect to payrolls, the semimonthly pay period and many other 
factors. I am also told it is a response to business practices of in- 
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vesting for short periods when interest rates on money are high, but 
this argument explains less than it appears to on first blush, perhaps 
this velocity is so great because the volume of money is not adequate, 
and interest rates have risen on that account. 

Mr. Auten. Money or the price of money is an important factor. 
The cost to the borrower is a wage to the saver. It is important in 
this country and it is important in every country. It is important in 
this country that we have saving. 

Mr. Jounson. I think we could argue whether high interest rates 
promote savings. Most savings are programed savings, purchase of 
insurance, or depreciation, or contracts entered into for other reasons 
and not immediately responsive at any particular change in interest 
rates. 

Mr. Aten. I hope we can discuss that at some time, Mr. Johnson. 

Mr. Jounson. I would like to go back to a question I raised earlier 
and I would like to call to your attention a statement Woodrow Wil- 
son made to a joint session of Congress on June 23, 1913. He said: 

We must have a currency, not rigid as now, but readily, elastically responsive 
to sound credit, the expanding and contracting credits of everyday transactions, 
the normal ebb and flow of personal and corporate dealings. Our banking laws 
must mobilize reserves; must not permit the concentration anywhere in a few 
hands of the monetary resources of the country or their use for speculative pur- 
poses in such volume as to hinder or impede or stand in the way of other more 
legitimate, more fruitful uses. And the control of the system of banking and 
of issue which our new laws are to set up must be public, not private, must be 
vested in the Government itself, so that the banks may be the instruments, not 
the masters, of the business and of individual enterprise and initiative.’ 

Now, do you think that this statement of purpose has been com- 
pletely achieved in a system where the banks are still the controllers of 
the choices? 

Mr. Auten. Excuse me, controllers of what ? 

Mr. Jounson. Well, I was adding the footnote as a question to see 
what your response would be. Two-thirds of the directors are chosen 
by the bankers. This is still a private and not a public board except 
for the one-third chosen by the Board of Governors. Notwithstand- 
ing that fact, do you think this statement of purpose by Woodrow 
Wilson has been achieved ? 

Mr. Auten. That ismy understanding. As I said yesterday, I have 
been in the Federal Reserve System for 314 years. I feel as I indicate 
in my statement that this is a pretty g good combination of public and 

rivate interest. We have, as you said, six directors out of nine in our 
ba that are elected by the banks in our district. Those men have 
not only given me support and help in the operation of the bank; 
they are, many of them, businessmen and very good businessmen ; they 
have never in my 314 years attempted to influence me in any way. 
They have never mentioned open market operations to me in a way 
that would be of the slightest embarrassment. I am speaking of my 
experience. 

Mr. Jounson. In other words, are you trying to say that essentially 
each of the regional banks is concerned with the conduct of banking 
and commerce and industry and agriculture in its area and is not 
primarily concerned with overall national monetary trends? 


1 Woodrow Wilson before joint session of Congress on June 23,1913. Source: Messages 
and Papers of the President, vol. 16, p. 7 
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Mr. Atten. They are very much interested and I think they con- 
tribute to it. We have a Board meeting every 2 weeks and our Board 
members discourse freely on the problems that they have in their 
own businesses and the business situation generally as they see it. 
That, I hope, is something I retain and am able to use to the advantage 
of the public interest. 

Mr. Jounson. As a way of informing, if not instructing you, this 
serves that purpose ? 

Mr. Atien. Yes, sir. 

Mr. Jounson. If this pending bill were to become law, I take it your 
testimony would be that you trust there would be no change i in the 
voting practices with respect to the election of directors of the regional 
banks. 

Mr. Atuen. I see no reason to change it, Mr. Johnson. 

Mr. Parman. Mr. Allen, are you selected president of the bank by 
the directors of the bank ? 

Mr. ALLEN. I am selected according to the terms of the Federal 
Reserve Act, which says that I am to be appointed by the board of 
directors of the Chicago Reserve Bank with the approval of the 
Board of Governors. 

Mr. Parman. The Board could veto your appointment or it could 
require them to select someone else ? 

Mr. Atuen. They both have to get together on it. 

Mr. Patrman. Is. it that way? Isn't it a fact that you are selected 
by the board of directors of the Chicago bank ? 

Mr. Atten. With the approval of the Board of Governors, that 
is the law. 

Mr. Parman. You are jumping beyond me. Let’s take one step 
at a time. You are first selected by the board of directors of the 
Chicago bank, aren’t you? 

Mr. Atuen. I will go along with the word “selected,” but I don’t 
take office on that statement alone, Mr. Patman. 

Mr. Parman. I know, but you are selected by them. 

Mr, Atien. All right. 

Mr. Parman. In other words, the Board of Governors could veto 
the choice? 

Mr. Auten. They have vetoed choices. 

Mr. Parman. They did once in the case of the Chicago bank, and 
I believe that is the only instance in which they have vetoed a choice, 
isn’t it? 

Mr. Auten. I don’t know, but I question that statement very much. 

Mr. Parman. The only vetoed choice that I have ever known of in 
the existence of the Federal Reserve System was one affecting the 
Chicago bank. 

Mr. Auten. I am sure that there have been informal vetoes, Mr. 
Patman. 

Mr. Parman. The truth is, then, the boards of directors of the Fed- 
eral Reserve banks select their presidents. That is contemplated 
under the law. Now, of course, if they selected someone who was 
obnoxious to the Board of Governors, the Board of Governors would 
take it up with the directors and say “we can’t approve this. In that 
event the directors would have to i B some other person, which they 
have done in one instance that I know of in the Chicago bank. The 
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point is though, that the board of directors selects the president of 
the Federal Reserve bank, and that being true, you are more or less— 
I wouldn’t say, the servant of the board of directors—but since Mem- 
bers of Congress say that they are servants of the people that they 
represent, in that sense, you would be servant of the Board of Gover- 
nors, wouldn’t you ? 

Mr. Atxen. I don’t think you said what you meant. You said, in 
that sense I would be a servant of the Board of Governors. 

Mr. Parman. I meant the board of directors. 

Mr. Atten. Mr. Patman, I don’t so construe my position at all. 

Mr. Parman. Well, they can hire and fire, can’t they? Can’t they 
fire you? 

Mr. Auten. As I understand the act, they cannot fire me within the 
5-year term. The Board of Governors can dismiss me at any time. 

Mr. Patman. I didn’t want to put it on that basis, because I know 
you are not the type of person that would ever be fired anyway. 

Mr. Auten. Don’t be too sure. 

Mr. Parman. I am just trying to get at the practices in the Federal 
Reserve banks generally. I look upon the directors as being in 
charge of the banks. 

Mr. Bure. He might show up late for work some day. 

Mr. Parman. The board of directors of each Federal Reserve bank 
has charge of the bank, and they have the right to hire and fire. 
They can fire any of the bank’s employees, can’t they ? 

Mr. Aten. That is correct. Of course, you must bear in mind the 
Federal Reserve Act gives the Board of Governors the responsibility 
of supervision over all of the Federal Reserve banks and the Board 
of Governors exercises it. 

Mr. Patman. Yes, sir, that is right. In other words, the presi- 
dent, under the present system, is the big man in the bank. He has 
charge of it. He is the chief executive. 

Mr. Auten. That is correct. 

Mr. Patman. Before it was not that way. The Chairman of the 
Board and the Federal Reserve agent were the big men, but the 1935 
act and subsequent acts have changed that. 

Mr. Atten. I won’t question that statement, because you were 
familiar with the System before I was, but what I hear is that in 
the earlier day of which you are speaking there was some question 
as to which was the big man. There were two of them, the Federal 
Reserve agent and the Governor, and that was the problem. 

Mr. Patrman. That is right, and that was resolved. The president 
came out on top, and, of course, there has got to be one boss. 

But the point I was making is that the representatives of the mem- 
ber banks select the president of the Federal Reserve bank, because 
they have two-thirds of the directors and they select the one who 
runs the bank. 

Mr. Atten. Based on my experience, Mr. Patman, I would quarrel 
with your statement that all of those six directors are representatives 
of the member banks. Three of them are and the other three are 
elected by them, but in my experience they are very fine public servants. 

Mr. Parman. Well, I am not saying that they are not fine public 
servants. I assume that they are. But they are elected by the banks. 

Mr. Artien. By the member banks; correct. 
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Mr. Parman. All six of them are elected by the banks, and the six 
elected by the banks selected you as president of the Federal Reserve 
Bank in Chicago. 

Mr. Atxen. That is correct. 

Mr. Patman. Now, then, Mr. Allen, the question of the public’s get- 
ting the idea that the Federal Reserve System is owned by the private 
commercial banks—you are not knowingly doing anything in the Chi- 
cago bank to encourage that thinking, are you, that the banks own the 
Federal Reserve System ? 

Mr. Auten. Certainly not knowingly or to my knowledge. 

Mr. Parman. And a an it is known that a misconception exists you 
would correct it? Of course, I wouldn’t expect you to get into some 
dispute where you wouldn’t logically belong; but where the miscon- 
ception involves your bank you are going to correct it and let the 

eople know that the banks do not own the Federal Reserve System 
yy reason of that so-called stock ownership; that the stock is a mis- 
nomer—you are not going to let anybody harbor the idea in your 
presence that it means that the banks own the Federal Reserve System ? 

Mr. Auten. I have not done so, Mr. Patman, to my knowledge. 

Mr. Parman. And you also recognize that the funds you handle, 
outside of that 6 percent that goes to the banks, are public funds, 
aren’t they ? 

Mr. AritEen. They belong to the Government, or will go to the Gov- 
ernment. 

Mr. Parman. There were a lot of articles written in the Chicago 
papers that were rather unfriendly to me—which part is all right—I 
don’t object to that, I have been used to unfriendly articles all of my 
=— life. But, the writers of these articles seem to think that these 

unds your bank is spending are not public funds and, therefore, that 
I am not rendering a public service by pointing out that some of 
these funds have been spent for purposes that they should not be 
spent for. 

Without objection, each member may insert in the record anything 
he desires that is germane to the hearings and what we call on the 
floor of the House, extraneous matter, if he believes it to be important 
in these hearings. 

Mr. Burks. May I just ask one point ? 

Mr. Parman. Certainly. 

Mr. Burke. There is something that has always concerned me and 
I wonder if you could possibly enlighten me on it: the variance of 
interest rates around the country. For instance, up around Boston, 
up in New England, your interest rates are much lower than in other 
sections of the country. 

Now, does the Federal Reserve bank, say the bank in San Fran- 
cisco— does that have any influence over the higher interest rates in 
that particular area of the country as compared to the Boston area? 

Mr. Aten. One part of your question or statement I didn’t get, 
Mr. Burke. 

Mr. Burke. Let’s take mortgage interest rates. I understand that 
in the Middle West and the West, they get as high as 7 percent, and 
around Boston the rates is around 6 percent or 534. Now, there is 
a tendency on the part of the banks in the West to get that higher 
rate of interest and they pay their depositors a higher rate of interest 
than they do up in New England. 
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Now, this leads to a siphoning off of money from one section of the 
country to another. Now, I would like to have a comment on your 
part as to that. 

Mr, Aten. I will make a comment on that. I have spent some 
timein New England; Mr. Burke. I don’t pretend to know it as well 
as you do, but it is an older part of the country. There are more 
savings insitutions in New England than elsewhere, more of the type 
of institutions which collect savings and make mortgage loans. I 
have always been impressed with—well, I won’t mention them by 
name, but some of your medium-sized cities up there—the amount of 
deposits in the form of savings in mutual savings banks, in com- 
mercial banks, per capita, as compared with what it is in our part of 
the country or on the west coast. I think that explains the lower 
rates in your area, and, of course, in this day of improved transit and 
communications, money will go where it will command the greatest 
return. 

Mr. Burke. That is what I am getting at. I am concerned about 
that because I was wondering if there is a tendency toward siphoning 
the money out of one section of the country into another, thereby 
creating a shortage of money in, say, New England where the interest 
rates are lower and making it more available in the other sections of 
the country where the interest rates are higher. 

Mr, Auten. That would be a natural tendency, for money to move. 

Mr. Burke. Well, don’t you think this is a bad thing for the 
country ? 

Mr. Atten. Well, we get back to the words which Mr. Johnson 
quoted from President Wilson, the elastic currency and the Federal 
Reserve System. The preamble of the act provides that we are 
to take care of that situation; and the System has taken care of it 
in that these seasonal requirements at least, which used to cause us 
panics, have been eliminated. 

I think money is pretty wise and pretty smart, and money will go 
wherever the holder of it thinks he can secure a safe and adequate 
return. The larger return the more apt it is to move if he still thinks 
it is safe. I don’t see anything wrong with that, Mr. Burke. 

Mr. Burxe. I don’t say there is anything wrong. I was just con- 
cerned about it because I think sometimes the siphoning of the money 
from one area and plunking it all into another area would build up 
the area where the money goes and certainly weakens the financial 
structure of the economy in the area it is being taken from. These 
older sections of the country, as you point out, have had these sound 
solid banks over the years. Do you think it will have a tendency to 
weaken the structure of those banks? 

Mr. Auten. Well, it will depend upon the economy of New England. 
Those banks, of course, will invest the money locally if they can do 
so to what can surely be their advantage. They would prefer to lend 
it in their own localities rather than send it elsewhere. 

Mr. Burke. Do you see any evidence of any banks investing in 
these other sections of the country ? 

Mr. Auten. I know of none. I would not be surprised but what 
there are some, but I know of none. 

Mr. Burke. Thank you. 
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Mr. Parman. Mr. Allen, without asking you any more questions, 
if I submit questions to you in writing you will be glad to answer 
them, I assume. 

Mr. Auten. I will domy best, Mr. Patman. 

Mr. Parman. And if any member of the committee wants to submit 
questions, he can do so through me, so we can coordinate and make 
sure that they are not duplicative. 

We will take advantage of that opportunity, Mr. Allen. 

Do you want to ask a question, Mr. Johnson ? 

Mr. Jounson. I simply want to thank and compliment the witness 
for his response and courtesy to us. I think you have been helpful 
to us in probing a little more the operation of the Federal Reserve 
System and the relationship with this bill, too. 

Mr. Auten. Thank you. 

Mr. Parman. I want to state that I am impressed with your sin- 
cerity and honesty of purpose. Your answers have been forthright 
and very helpful and we appreciate them very much. 

Mr. Auten. Thank you, Mr. Patman, I appreciate the way I have 
been treated here and I have enjoyed the experience. 

Mr. Parman. Without objection, we will stand in recess until Fri- 
day the 10th of June at 10 0’clock. Thank you, sir. 

(Whereupon, at 11:55 a.m., the subcommittee adjourned to recon- 
vene at 10a.m., Friday, June 10, 1960.) 
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FRIDAY, JUNE 10, 1960 


Howse or REPRESENTATIVES, 
CoMMITTEE ON BANKING AND CURRENCY, 
SuscomMittEzxE No. 3, 
Washington, D.C. 

The subcommittee met a 10 a.m., in room 1301, New House Office 
Building, Washington, D.C., Hon. Wright Patman (chairman of the 
subcommittee) presiding. 

Present: Representatives Patman (presiding), Multer, Reuss, 
Burke, Miller, Johnson, and Oliver. 

Mr. Parman. The committee will please come to order. The com- 
mittee, Subcommittee No. 3 of the House Banking and Currency Com- 
mittee, meets this morning for the purpose of considering H.R. 8516. 
We are also considering the bill of Mr. Multer, H.R. 8627, dealing 
with the same subject. 

Our witness this morning is Mr. Alfred Hayes, president of the 
Federal Reserve Bank of New York. 

Mr. Hayes, we are delighted to have you. You have a prepared 
statement. You may proceed in your own way and you are rec- 
ognized for that purpose. 

Mr. Hayes. Thank you, Mr. Chairman. 


STATEMENT OF ALFRED HAYES, PRESIDENT, FEDERAL RESERVE 
BANK OF NEW YORK; ACCOMPANIED BY JOHN J. CLARKE, AS- 
SISTANT GENERAL COUNSEL, AND ROBERT V. ROOSA, VICE 
PRESIDENT 


Mr. Hayes. Mr. Chairman and members of the committee, you 
have asked me to comment on H.R. 8516, a bill to provide for the re- 
tirement of Federal Reserve bank stock and for other purposes. Be- 
fore turning to a discussion of the bill itself, I should like to express 
our appreciation for the opportunity to present the views of the Fed- 
eral Reserve Bank of New York on this bill which could have such 
i Alagg consequences for the bank and for the Federal Reserve 

ystem. 

H.R. 8516 would require each member bank to surrender its stock 
in the Federal Reserve bank of its district to the Reserve bank. The 
Reserve bank, in turn, would cancel and retire the stock and pay 
to the member bank the par value of the stock, plus interest from 
the date of the last dividend, less a membership fee of $10. Upon can- 
cellation and retirement of the stock, the Reserve bank would issue 
to the member bank a certificate attesting its membership in the Re- 
serve bank and in the Federal Reserve System. The bill, apparent- 
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ly, would also make it possible for any insured bank to become a 
member of the Federal Reserve System merely upon the payment of 
a $10 membership fee. 

It is generally agreed that the stock of the Federal Reserve banks 
is unlike the stock of ordinary commercial or industrial organizations. 
Ownership of Federal Reserve bank stock does not imply proprietary 
interest in or control over the policies and operations of Reserve banks. 
It implies, rather, private provision of capital for, and membership 
in, one of a federated system of regional banks which administer and 
help to formulate monetary and credit policies which will contribute 
to a sound and growing economy. 

The amount of Federal Reserve bank stock which a member bank 
must own is fixed by law in relation to the member bank’s own capital 
and surplus. The stock cannot be sold, transferred or hypothecated 
but can only be surrendered to the Reserve bank upon termination of 
membership. Dividends on Federal Reserve bank stock are limited 
to 6 percent per year. In the event of the dissolution or liquidation 
of a Reserve bank, the residual assets, after payment of all obliga- 
tions and the par value of the stock, are to be payable to, and become 
the property of, the United States. 

Ownership of Federal Reserve bank stock entitles the member 
banks to no voice in the management of the Reserve bank other than 
the right to participate in the election of six of the nine directors 
of the Reserve bank, the other three being appointed by the Board 
of Governors. As a result of the election procedure prescribed by 
the Federal Reserve Act, any one member bank can participate in 
the election of only two directors. Moreover, each member bank 
has but one vote in the election of directors regardless of the amount 
of stock it holds. 

Under the Federal Reserve Act, the Board of Governors classifies 
the member banks in each district into three groups, according to 
their size (capitalization). As just noted, a member bank in any one 
of these groups is entitled to vote for two of the six elected directors 
of its Reserve bank. We had, at the end of 1959, 508 member banks 
in the Second Federal Reserve District, 20 in group 1, 189 in group 
2, and 299 in group 3, the member banks in group 1 having had, at 
the end of 1959, a combined capital and surplus of slightly more 
than 80 percent of the combined capital and surplus of all the member 
banks in the New York district. There are, of necessity, differences 
in the sizes of banks within any single group, but subject to this 
byproduct of the present statutory method of classification, the vote 
of a large bank, within its group, may be said to have a greater weight 
in the election of the two directors it is entitled to vote for, than does 
the vote of a bank in one of the groups of smaller banks, when it 
votes. At the same time there is, as among the three groups, despite 
the differences in their size and financial importance, an equality of 
voting power in that each group elects but two directors. 

In theory, it is probably true that the Federal Reserve banks could 
operate without capital stock. The statutory design of member bank 
ownership of Federal Reserve bank stock has, however, been in exist- 
ence for 45 years and, we believe, has worked well. In these circum- 
stances, we question the wisdom of abandoning the known for the 
unknown, of substituting the untried device of a membership certifi- 
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cate for the present system of meses oe, by member banks of the 
capital stock of the Federal Reserve banks. The present system of 
stock ownership is a symbol of the special status of the Federal Re- 
serve in our economy and within our Government, and it has brought 
into being, and given strength to, a link between the System and 
the private business community that has enabled the System better 
to discharge the responsibilities which are vested in it by law. 

By describing the Reserve bank stock as a symbol of the Sys- 
tem’s status within the Government, I mean to refer to what has been 
called the independence of the Federal Reserve System—independ- 
ence, that is, from direction by the executive branch in the exercise 
of its monetary authority. The retirement of the Federal Reserve 
bank stock could give rise to questions, both at home and abroad, 
as to the future status of the System, and as to its continued ability 
to maintain its present independence in achieving its goals. Confi- 
dence in the dollar is an important goal. It is our impression that, 
in foreign countries as well as in the financial community in this 
country, such confidence can be attributed, at least in part, to the 
existence of an independent monetary authority able to pursue its 
programs unhampered by political pressures. At present there would 
seem to be no apprehension that the Federal Reserve System, in 
performing its central banking function, will be diverted to a pursuit 
of popular, but unsound, programs. A marked change in the organi- 
zational structure of the Federal Reserve System might be viewed 
as a signal of a basic change in the role or status of the Federal Re- 
serve System and could undermine public confidence in the System 
and the dollar. 

We must not overlook the fact that the Federal Reserve banks were 
organized originally in much the same way as ordinary business cor- 
porations. Accordingly, the banks had capital accounts, The exist- 
ence of capital accounts is part and parcel of the use of conventional 
accounting techniques which impose the discipline of the balance sheet. 
We believe that these procedures have contributed to the efficient and 
businesslike conduct of the affairs of the Reserve banks. They have 
also contributed to public acceptance—especially among bankers, in- 
vestors, and businessmen at home and abroad—of the Federal Re- 
serve banks as financially sound institutions capable of bearing the 
burdens assigned, or likely to be assigned, to them. These account- 
ing techniques are, as I have noted, conventional, but the convention 
has importance to many people. 

In andision, ownership of the Federal Reserve bank stock stimulates 
and preserves a greater interest in the Federal Reserve System on the 
part of the member banks than would otherwise be the case. The 
stock presents a tangible and readily understood link between the 
member banks and the System which has probably contributed to 
making the member banks willing, rather than reluctant, participants 
in the System’s monetary programs. 

Although H.R. 8516, would not literally affect the method of elect- 
ing directors, nor change the role of directors of Federal Reserve 
banks, there exist, we believe, solid grounds for a fear that the substi- 
tution of certificates of membership for shares of stock would weaken 
the link and wipe out many of the advantages that the System now 
realizes by reason of the presence of that link. 
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The service on the boards of directors of the Reserve banks of men 
who are generally well known and highly regarded in their communi- 
ties and who have backgrounds in banking, business, agriculture and 
public affairs, has furnished the Reserve banks with valuable sources 
of information as to the economic conditions within each district and 
has helped to foster efficiency and businesslike methods in the opera- 
tions of the Reserve banks. The links provided by stockownership 
have also presented an important avenue for disseminating informa- 
tion about the Federal Reserve System and for educating important 
regional leaders on System objectives and means of attaining these 

oals. The value of directors’ services, in the aggregate, has been 
eightened as the result of the program, voluntary in nature, under 
which there is rotation in the directorates of the Reserve banks, At 
the Federal Reserve Bank of New York, for example, it is the practice 
that class A directors, who are bankers, serve only one full term of 3 
years, and class B directors, who are actively engaged “in commerce, 
agriculture or some other industrial pursuit,” but who are not bank- 
ers, serve only two full terms. In some cases, directors in both classes 
have served, in addition, unexpired portions of the terms of their 
predecessors. 

In 1952, the Subcommittee on General Credit Control and Debt 
Management of the Joint Committee on the Economic Report con- 
sidered the question of the private ownership of the Federal Reserve 
bank stock. In its report, the subcommittee said: 

The private ownership of the stock of the Federal Reserve banks also serves 
as a practical and well-understood link between the System and the private 
business community, and has been of great help in obtaining the services of able 
men as directors of the Federal Reserve banks. In theory, an equally effective 
link might be established by other means—as by the election of local advisory 
committees—but a newly established link would not enjoy the sanction of tradi- 
tion and it would be difficult to devise one which would conform so well to the 
mores of the business and financial communities. 

We are in full agreement with the subcommittee’s comment. 

The Federal Reserve banks are not unique in the respect that their 
stock is owned by private banks. Many examples could be given of 
foreign central banks whose stock is owned in whole or in part by 
private interests. In our view, private ownership of the stock of a 
central bank is objectionable when such ownership results in the bank 
serving the private interests of its stockholders or when it prevents 
the bank from meeting an economy’s needs. Where a central bank is 
serving the public interest, and is contributing to a sound and grow- 
ing economy, there would seem to be no reason, unless abuses can be 
shown, for eliminating the private ownership of its stock. We know 
of no abuses resulting from member bank ownership of the Federal 
Reserve bank stock, but rather, as I indicated earlier, we find signifi- 
cant advantages to the System by reason of such ownership. 

We recognize that the private ownership of the Federal Reserve 
bank capital stock can give rise to the occasional misconception that 
the policies of the a are or may be subject to private domina- 
tion. We see no evidence that the member banks harbor this miscon- 


ception. The wide publicity given to actions of the Federal Reserve 
System within the past few years would seem to have produced, in 
the minds of the general public, an association of the System with the 
Government. Certainly our own employees view their work as a con- 











RETIREMENT OF FEDERAL RESERVE BANK STOCK 77 


tribution to the public service, and I know of no more dedicated group 
anywhere in public life than those I have met during my years in the 
Federal Reserve System. We are struck by the fact that our direc- 
tors have readily accepted the established System tradition of service 
in the public interest, and have not, in fact or appearance, carried out 
their functions as if they were the instructed delegates of narrow 
constituencies. 

The extent to which any misconception as to private domination 
exists is, of course, difficult to determine. If it does exist, it would 
seem that the solution is to conduct a continuing program of public 
information as to the role and functioning of the Federal Reserve 
System. The Federal Reserve Bank of New York has carried out 
such a program for many years. We believe it has been effective. 
We believe such a program, rather than a revision of the organiza- 
tional structure of the System, is the appropriate method for elimi- 
nating whatever misconceptions may exist. 

I agree fully with the thoughts expressed in 1952 by Allan Sproul, 
my predecessor, in replying to a question addressed to the Federal 
Reserve bank presidents by the Subcommittee on General Credit Con- 
trol and Debt Management of the Joint Committee on the Economic 
Report, regarding the status of the Federal Reserve banks, when he 
said in part: 

I share the belief that it was the original intent of those who created the 
Federal Reserve System, that the Federal Reserve banks should function 
somewhere between private enterprise and the Government. I believe that 
it has been the continuing intent of each succeeding Congress that the Federal 
Reserve banks should be allied to Government but not part of Government. 
I believe that there has been and is wisdom in this segregation. It has gen- 
erally protected the Federal Reserve banks from partisan political pressure; 
it has enabled the Federal Reserve banks to repel the pressure of private 
interests; and it has provided the country with a central banking system staffed 
by men who have made central banking a career, and operated the Federal 
Reserve banks according to standards of efficiency and service which compare 
favorably with the best in Government undertakings and private enterprise. 
It is significant that there have been no scandals, no charges of influence 
peddling, no evidence of favors given and received, in connection with the 
operations of the Federal Reserve banks. 

This unique blending of characteristics of private enterprise and 
of Government, has constituted a source of strength to the Federal 
Reserve banks and, we believe, to the Board of Governors as well, in 
i discharge of the central banking functions assigned to them by 
aw. 

The second major purpose of H.R. 8516 is understood to be that 
of making it possible for any insured bank to become a member of 
the Federal Reserve System upon the payment of a $10 membership 
fee. We would, of course, like to have as broad a membership in the 
Federal Reserve System as possible. Broader membership would 
make the monetary programs of the System more effective, and the 
new member banks, we believe, would benefit by their membership. 

We do not believe, however, that the present requirement that a 
member bank subscribe to the capital stock of the Federal Reserve 
bank constitutes a significant deterrent to System membership. The 
stock, after all, does pay a dividend of 6 percent. The bulk of the 
nonmember banks in the country are the smaller country banks. 


While System membership confers many benefits, it is probably the 
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ease that for many of the smaller country banks, membership can 
constitute a substantial expense. The cost to the smaller country 
bank of System membership can be traced to the difference in reserves 
required of a member bank and those required under State laws. 
Where lower reserves are required under State law than are required 
of a member bank, the State bank upon becoming a member of the 
System, will be required to immobilize funds which otherwise could 
be earning income. Where State law permits a bank to hold part 
of its reserves in income-producing securities, such as U.S. Govern- 
ment obligations, a further loss of income will result if it joins the 
Federal Reserve System. These are real and direct items of expense 
to the smaller bank. 

Other deterrents to membership can be mentioned. Nonpar banks, 
upon becoming members, would be required to clear checks at par. 
Capital requirements for the establishment of branches by member 
banks may be more stringent than the capital requirements under 
State law. Additional restrictions of Federal law, such as the limi- 
tations on dealing in investment securities and the prohibitions against 
interlocking directorates, become applicable to the State member 
bank and the bank subjects itself to supervision and examination by 
both Federal and State authorities. 

All these factors enter into the decision by a State bank whether 
to become a member of the Federal Reserve System. In the final 
analysis, the cost to the State bank of membership in the System is 
weighed against the benefits of membership, and the decision is made 
accordingly. The cost of subscribing to Federal Reserve bank stock 
is, to some degree, balanced by the stock’s dividend feature, and is 
probably not a deterrent to membership. 

One other aspect of opening System membership to any insured 
bank should be considered. Under persent law each application for 
membership in the Federal Reserve System must be approved by the 
Board of Governors. While the statutory standards which the Board 
must consider in passing on an application for membership are similar 
to the standards which the FDIC must consider in respect of an ap- 
plication to become insured, it seems desirable that the final determina- 
tion as to the qualification of a particular bank for membership be 
continued in the Board of Governors. There are undoubtedly some 
insured banks which would not qualify under present standards to 
be members of the Federal Reserve System. This is so because any 
bank, as a result of such things as poor management succession, bad 
investments, or unsound loan programs, can become a problem bank 
after it has been insured. We recognize that problem status can arise 
with respect to member banks as well as nonmember banks, whether 
insured or not. However, it seems to us unwise to provide by legis- 
lation for the undiscriminating acceptance of all insured banks as 
member banks, and thus to increase the System’s supervisory responsi- 
bilities in this respect. We believe that the Board of Governors 
should have the authority to point out to a nonmember bank applying 
for System membership such deficiencies as may exist in the bank’s 
operations and to indicate the action which the bank might take to 
meet the standards for admission to the System. 

I would not like to see any of the standards now used—standards 
which may, to be sure, deter some banks from membership—swept 
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away by a simple conversion of the kind implied by this bill, What- 
ever Congress decides to do about stock ownership itself, I think it 
essential that the supervisory decision to accept or reject, based upon 
detailed study of the full banking record, and a considerable body of 
precedent developed as the result of years of experience, should still 
remain with the Board of Governors. In our view the Board of 
Governors should not be precluded from considering an applicant 
bank’s qualifications at the time such application is made. 

Before concluding my statement, I should like to make some general 
observations which are prompted by the introduction of a bill such 
as H.R. 8516. H.R. 8516 focuses on two limited aspects of the Federal 
Reserve System or, for that matter, of our national banking structure. 
Those aspects are the capital stock of the Reserve banks and admis- 
sion to the Federal Reserve System. Although these are limited 
topics, they go to the basic organization of the Federal Reserve System. 
Their consideration prompts the question whether they may be profit- 
ably studied of and by themselves. 

I am reminded of the story of the man who undertook to fix a chair 
which had one long leg. When the adjustments were completed, no 
legs were to be seen. 

This suggests to me that the questions raised by H.R. 8516 should 
be considered in a broader context. A piecemeal approach can create 
serious problems. For example, if all insured banks were to become 
member banks, as is contemplated under H.R. 8516, the examination 
function of the FDIC would all but be eliminated since the Federal 
Reserve System would presumably then be the responsible examining 
agency. What would be the appropriate division of other responsi- 
bilities then between the FDIC and the Federal Reserve System? 
What should the continuing scope for independent action by the FDIC 
be? ‘These questions merely illustrate how a change in one apparently 
minor aspect of our highly reticulated banking structure could have 
unintended, but far-reaching and, possibly, adverse, effects on others. 
It seems to me that a broad, thorough study should be undertaken of 
the full range of implications for our entire banking system before 
even such a seemingly minor change should be made in the structure 
of the Federal Reserve System. 

In conclusion, I should like to restate briefly our position. In view 
of the positive advantages to the Federal Reserve System resulting 
from stock ownership by the member banks and in the absence of a 
showing of any serious disadvantages, we believe that it is desirable 
to retain the present arrangement. While increased membership is 
an important goal of the Federal Reserve System, we believe that the 
Board of Governors should have the authority, as limited by statutory 
provisions, to make the final determination as to the qualifications of 
a bank for membership. Finally, it is our view that this bill would 
actually make a fundamental change in the structure of the Federal 
Reserve System and could have far-reaching implications for the 
banking system of the Nation; and that such action should be taken, 
if nt ch only after a comprehensive study of the banking system as 
a whole. 

Mr. Chairman, since preparing that statement, I have been asked to 
comment on H.R. 8627 and I would like to just add the following 
comments: I understand that there has been referred to this sub- 
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committee the bill H.R. 8627 introduced by Mr. Multer which would 
provide for the retirement of Federal Reserve bank stock and the 
substitution of interest-bearing deposits in lieu thereof. You have 
asked me to comment on this bill. One feature of Mr. Multer’s bill 
would coincide with a feature of H.R. 8516. That bill would, as 
indicated in its title, call for the retirement of the capital stock of 
the Federal Reserve banks and the issuance of certificates of member- 
ship to the member banks. In two aspects, however, Mr. Multer’s bill 
differs from R.H. 8516. The first of these differences lies in the 
provision for interest-bearing deposits by the member banks. Each 
member bank other than a mutual savings bank would be required 
to maintain on deposit at its Federal Reserve bank, a sum equal to 3 
percent of the members’ paid-up capital and surplus and when deemed 
necessary by the Board of Governors, an additional sum not exceeding 
8 percent of such capital and surplus. If a bank were a mutual 
savings bank, it would be required under Mr. Multer’s bill to main- 
tain on deposit with the Federal Reserve bank a sum equal to six- 
tenths of 1 percent of its total deposit liabilities. Any such deposit 
by any member bank would bear interest, in the words of the bill, “at 
the lowest current rate of discount charged by the Federal Reserve 
bank at which such deposit is made, plus one-half of 1 per centum.” 
In this aspect the bill would follow, in general, what I might call the 
investment features of the present system; and that is, the member 
banks would be called upon to immobilize a certain portion of their 
assets, by deposit rather than by purchasing stock, though the rate of 
earnings thereon, as compared with the present dividend rate of 6 
percent on Federal Reserve bank stock, would be reduced in any 
case in which the discount rate was below 514 percent. The bill does 
not have the “automatic membership” feature that I mentioned 
earlier in connection with H.R. 8516. In my view the change in the 
structure of the Federal Reserve banks, envisaged by H.R. 8627, is 
unnecessary, and I do not favor the enactment of the bill. I have 
mentioned earlier the convention of capital accounts, and the function 
that ownership of Federal Reserve bank stock exercises in furnishing 
a link between the Reserve banks and the member banks and in acting 
as a symbol of the special status that the Federal Reserve has in our 
economy and in our Government. 

The comments I made earlier on this point would apply here, too. I 
can do no better, in concluding this comment, than to refer again to. 
the 1952 statement made by the Subcommittee on General Credit Con- 
trol and Debt Management wherein it was said in part: 

A newly established link would not enjoy the sanction of tradition and it 
would be difficult to devise one which would conform so well to the mores of the 
business and financial communities. 

That completes my statement, Mr. Chairman. 

Mr. Patman. Thank you, Mr. Hayes. The Chair will first recognize 
Mr. Reuss to ask questions of the witness. Mr. Reuss. 

Mr. Reuss. Mr. Chairman. Thank you, Mr. Hayes, for your schol- 
arly paper. We always expect that of you and you have not dis- 
appointed us. For the purposes of my dialogue with you, let’s as- 
sume that you have convinced me that there is an important symbolic 
value in this stock relationship. You have made a persuasive case. 
Let me ask you, sir, if you wouldn’t agree with me that the world 
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economic community is concerned also with the general American 
fiscal pattern, and particularly that we have sound budgetary ar- 
rangements in this country ¢ 
Mr. Hayes. Yes, sir, there is no question about that. I agree with 
ou 


Mr. Reuss. And to the extent that in prosperous years we have bal- 
anced budgets in our economy, this tends to uphold the confidence of 
the rest of the world in American financial arrangements ? 

Mr. Hayes. Yes, sir. 

Mr. Reuss. I therefore want to address myself to the question of the 
$24 million a year, roughly speaking, which the Treasury doesn’t get 
because under the existing institutional arrangement the Federal Re- 
serve pays it out to the bank stockholders, and I would ask you this 
question: Would you object to a change in the law which left the 
stockownership of the Federal Reserve member banks in the Federal 
Reserve exactly where it now is, in the hands of the banks, but 
amended the amount of the capital and surplus which they have to 
deposit from its present 3 percent to, let us say, one-tenth of that, to 
0.3 percent. That would mean then that the banks would have nine- 
tenths of their capital deposit returned to them, and instead of the 
Treasury’s losing $24 million a year that it otherwise fails to get, it 
would lose only approximately $2,400,000, leaving a net gain to the 
Treasury on the order of $21 or $22 million without in any way dis- 
turbing the institutional setup. Wouldn’t such an arrangement satisfy 
both the wholesome purposes that we have in mind: No. 1, leave the 
institution of ownership by the private banks in the Federal Reserve 
where it is; No. 2, give the Treasury and the taxpayers a much-needed 
boost by seeing that approximately $22 million a year which now 
doesn’t go into the Treasury does ? 

Won’t that help balance budgets and accomplish a much better aura 
for the United States in the eyes of the rest of the world? 

Mr. Hayes. Mr. Reuss, with your permission, could I just say that 

ou mentioned, I think, ownership by the private banks of the Federal 
eserve, and I have been caret to use the language “ownership of 
the stock.” 

Mr. Reuss. Quite right. Would you allow me to correct the ques- 
tion ? 

Mr. Hays. My answer to the question would, I think, be this: I 
would be, as I said in my paper, reluctant to make any change in the 
established practice which has grown up over this period of 45 years, 
unless it can be clearly demonstrated that the advantages outweigh 
the disadvantages. 

Now, when we talk about this $21 million net that you would be sav- 
ing for the Treasury, I think it is a little misleading, because after 
al]——. 

Mr. Reuss. Less taxes. 

Mr. Hayes. Yes; the taxes are substantial, and I would have to guess 
but the taxes might amount to 70 percent of the total amount the 
banks would receive. 

Mr. Reuss. Well, whatever it is after taxes, it is several million 
dollars. 

Mr. Hayes. Yes. 

Mr. Reuss. And I am sure you and I would agree that every mil- 
lion we can pick up for the Treasury is a net gain. 
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Mr. Hayes. I quite agree with that and I wouldn’t turn up my nose 
at any million dollars we could save for the Treasury. 1 think it 
would be worth doing if it could be demonstrated that the advantages 
outweighed the disadvantages, and in this ease I think you get into 
an area where the decision might be finely balanced; but, personally, 
I would be reluctant to see even such a change, and I am affected by 
two considerations. 

First, in view of the rather small amount of the saving in relation 
to the total budget of the United States and in view of the fact that 
you would be working a change that might raise the question in the 
minds of the public as to what might come next, whether this was 
the start of some process that might go further, and in view of the 
rather finely balanced position of some nonmember banks and member 
banks who are just on the edge of liking membership or not liking 
it, where probably the existence of this amount of stock might be a 
positive advantage, I would be reluctant still to make the change. 

Mr. Reuss. In other words, you don’t go along with my suggestion 
that the taxpayers can afford a $2 million symbol, but they really 
shouldn’t be asked to pay for a $24 million symbol every year? 

Mr. Hayess. As I say, I think that I wouldn’t go along with it. I 
would suggest if I may—it is not for me to suggest, but I think the 
opinion of bankers on the value of this stock would be a useful thing 
to get. We are guessing a little as to the value, from a membership 
inducement point of view, of this existing provision for stock, but I 
think that it has some value offsetting some of the expenses which 
membership entails and which, of course, are considerable. 

Mr. Revss. But isn’t it a fact, Mr. Hayes, that the largest banks 
which, because of their capital and surplus accounts, have the largest 
stock investment in the Federal Reserve and hence receive the largest 
amount of dividends each year, are so clearly and unalterably in the 
Federal Reserve System that this isn’t going to affect their decision, 
and if it is a matter of keeping the marginal banks in, wouldn’t we be 
better off to marshal a large part of this $24 million annual payment 
toward sweetening the pot for those marginal banks? I am sure 
there must be some formula for doing that, some study must indicate 
what it is that would attract them. 

Mr. Hayes. Well, in the first place, let me say I agree fully that 
the big banks wouldn’t be swayed one way or another by this considera- 
tion. They are going to stay in as members, the really big banks. 

As to the other question of whether you should make some redis- 
tribution of dividends as an inducement to the smaller banks, it seems 
to me that there are already other factors that are so much more im- 
portant as inducements to membership. On the other hand, the dif- 
ferences in reserve requirements under State law and under the Fed- 
eral Reserve Act are a real deterrent to membership. In comparison 
with existing inducements and deterrents to System membership, I 
think a redistribution of dividends is a matter of minimal importance. 

Mr. Reuss. So it really is not a very important factor in keeping 
banks in the Federal Reserve System ? 

Mr. Hayes. I think it is a marginal factor. I don’t want to over- 
emphasize it. I don’t think it is one of the big things. 

Mr. Reuss. Just one more question on your first doubt about the 
proposition I was putting to you that you thought it was a fairly 
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small amount. You do concede that it does involve several million 
dollars a year, and let me ask you this: I happen now to be a Con- 
gressman and hence I am interested in looking out for the welfare of 
my client, the U.S. Treasury, and the taxpayer. Before I was a Con- 
gressman, I was a lawyer in private practice and not infrequently it 
was my task in representing a corporation which had outstanding an 
issue of 6-percent noncallable cumulative preferred stock, which it 
felt was quite a millstone around its neck, to help that corporation to 
shake it off, and in several cases I was able to do just that, and I was 
hailed in those cases by the management and the common stockholders 
of that corporation for having brought about a pretty good thing for 
the corporation. 

You see nothing wrong in my being zealous, do you, to see that 
the interest of the Treasury and the taxpayers is to the maximum ex- 
tent protected by getting for the Treasury and the taxpayers every 
penny of revenue that we justifiably can ? 

Mr. Hayes. I think that is a highly laudable objective. The other 
thing I would also put in the category of very laudable objectives is 
the one of preserving in the minds of the public both here and abroad 
the traditional structure of the Federal Reserve System, including 
this present stock setup, and I am afraid that some change in it might 
give rise to doubts as to what was going to be done next. 

Mr. Reuss. Although in your entire 7-page statement this morning, 
your objections to changing the existing setup were objections to de- 
priving the private banks of their stockholder characteristic, and the 
proposition [I put to you does not deprive them of their stockholder 
characteristic, but simply says that they should be required and per- 
mitted to pay in a lesser proportion of their capital and surplus than 
they do at present. 

Can you point out to me anything in your prepared statement this 
morning which goes to the amount of their contribution ? 

Mr. Hayes. No; because I wasn’t dealing with that proposal and I 
would certainly think that the suggestion that you made would not 
be as objectionable as the other. This is a matter of degree, but I 
would feel reluctant to see either one of these changes made. 

Mr. Reuss. Thank you very much. 

Mr. Parman. Mr. Miller. 

Mr. Miter. I have only one or two points of clarification, Mr. 
Chairman. I notice that the gravamen of your argument seems to 
rest on few key points. One of them is the point at page 4 where you 
say: 

Where a central bank is serving the public interest, and is contributing to a 
sound and growing economy, there would seem to be no reason, unless abuses 
can be shown, for eliminating the private ownership of its stock. 

And my question is, sir, do you believe that its present policies are 
contributing to a sound and growing economy and if so, would you 
care to elaborate on that contention ? 

Mr. Hayes. My answer is “Yes, I think they are”; at least I can 
assure you that is our intention and our hope, and it is my belief also. 

Mr. Mittrr. My second question is would you agree that the Board 
of Directors and Governors do have tremendous economic decision- 
making power in this country ? 

Mr. Hayes. Did you say the Board of Directors? 
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Mr. Mittrr. Board of Governors. 

Mr. Hayes. Yes; I would agree that is correct. 

Mr. Miter. And then you say at page 5: 

It has generally protected the Federal Reserve banks from partisan political 

pressure; it has enabled the Federal Reserve banks to repel the pressure of 
private interests. 
Now, do you see in your experience any connection between this 
decision-making power and political power? How is this word 
“partisan” to which you attach so much significance, distinct from 
political power generally ? 

From my own experience, I am unable to distinguish between 
economic power generally and the manner in which it is exerted 
politically. I wonder whether in introducing this word “partisan”, 
you haven’t narrowed it unnecessarily. I see Governors expressing 

olitical attitudes which are “partisan,” whether or not they are de- 

ed as such ? 

Mr. Hayes. First of all, I would say I am sure you know a great 
deal more about the facts of life in politics than I do, and I am sure 
the Congress has the authority to make whatever changes in the 
Federal Reserve System it may wish to. 

Mr. Mixter. I was referring to the Governors. The governors 
bring political attitudes to their tasks, don’t they ? 

Mr. Hayes. I have seen no evidence of that. 

Mr. Murer. Would you say the Governors reflect the liberal spec- 
trum of America as well as the conservative spectrum ? 

Mr. Hayes. They are all men interested in the public interest, just 
as the Presidents are. I haven’t been able to categorize them. In 
the contacts I have had, I wouldn’t say there was any characteristic 
that would distinguish one group from another. 

Mr. Mutter. That is all the questions I have. 

Mr. Parman. Mr. Johnson. 

Mr. Jounson. I appreciate the statement that you made, Mr. Hayes. 
I would like to explore for perspective two or three of the technical 

oints raised here without going into all of the policy consequences. 
It seems to me that you have been arguing that there is, in your opin- 
ion, some incentive to membership in the fact that a 6-percent divi- 
dend is paid on the stock. 

Mr. Hayes. I have indicated, I think, that that is a minor, but in 
some cases perhaps marginal, advantage; yes, sir. 

Mr. Jonnson. Well, I have been trying in these hearings to keep 
this thing in perspective against the banking structure as a whole and 
so I am referring now to the May 1960 Federal Reserve Bulletin. I 
find at e 517 the principal items and liabilities of all banks by 
classes, nd their report for April 27, 1960, for all member banks 
(down in the third block on the page, at the bottom of the block) 
that total loans and investments of member banks are some $156 
billion currently. I find by the last annual report of the Federal 
Reserve Board. of Governors that the capital paid in was some $387 
million, or two-tenths of 1 percent of total loans and investments of 
all member banks. Or, looking to the loan accounts only, I could 
compare the amount with the total loans of $96 billion and it. would 
be something over one-third of 1 percent. Or if you just take it in 
relation to cash assets, cash assets on April 27 were $37,562 million, 
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so that the investment in the Federal Reserve stock is equal to almost 
exactly 1 percent of the cash assets of all member banks, 

Are you seriously trying to say to us that a return of 6 percent on 
an investment which is only equal to 1 percent of the cash assets or 
two-tenths of 1 percent of the total asset portfolio really does repre- 
sent a significant marginal factor, or am I getting this out of per- 
spective 

Mr. Hayes. Well, I think as someone brought out earlier and I 
agreed, there are many big banks where it has no bearing at all, and, 
of course, you would have to eliminate them in your calculations. I 
would think that it would be of real significance in helping deter- 
mine a decision as to membership or nonmembership only in a very 
few cases. I don’t want to exaggerate this either. 

Mr. Jounson. Well, this brings me to a separate question. I was 
trying to find—I don’t put my hand directly on it—as to what the 
total bank earning were last year for the member banks, but I pre- 
sume this would clarify what the $24 million must represent when 
measured against aggregate bank earnings for last year. Do you 
have that there? 

Mr. Hayes. Yes, page 568, net earnings of all member banks were 
$1,406 million. I think you are right; it doesn’t bulk large. 

Mr. Jounson. Thank you for calling that to my attention. This 
table does break it down by size and the earnings on U.S. Govern- 
ment securities and others—yet this appears to be so small that I can’t 
find the interest on the Federal Reserve stock as a separate entry on 
the table. 

Mr. Hayes. It is up under “Other current earnings.” 

Mr. Jounson. It is wrapped up with other earnings, so we can’t 
really measure, but even if you take the banks that had assets less 
than $2 million, the earnings were 56 million, thus even for the small- 
est banks in this table, their share of the common stock must be a 
mere few million dollars, on which their return might be probably 
less than 1 million. What I am trying to say is that even for the 
smallest of banks, apparently the Federal Reserve dividend couldn’t 
be much over 1 or 2 percent of their total earnings picture. 

Mr. Hayes. Well, I must say as I said a minute ago, I think there is 
some conjecture in trying to decide how much this weighs in the 
minds of bankers and I think it would really be desirable for the com- 
mittee to ask some small bankers. 

Mr. Jonnson. This is a good suggestion and I am not quarreling 
with your suggestion. I am just noting, from the statistical record 
which normally comes to my desk, that I am impressed with the $24 
million, and the President is reminding us currently to be concerned 
with smaller sums than $24 million, and so we ought not be disinter- 
ested in $24 million. 

Mr. Hayes. I would like to enter again my reservation on the use 
of the number, $24 million, because after taxes, it would be a much 
smaller net effect on the Treasury. 

Mr. Jounson. I appreciate the caveat, but even if it were only $12 
million, I would not be contemptuous of it. 

Mr. Hayes. Or $8 million. 

Mr. Jounson. So we shouldn’t let those considerations alone to 
weigh heavily in our mind on the size of the item. Let me pursue 
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the question one step further. The 6-percent figure was a statutory 
figure. It was not related to facts at the time it was adopted, because 
the Federal Reserve was not yet operating. This wasa figure written 
into the act in advance of what the experience was to be. 

Mr. Hayes. That is my understanding. 

Mr. Jounson. In fact, your earnings on the common stock were 
much better than that. If they really owned the Federal Reserve, 
rather than the stock, we would be in great shape. I would sure like 
to have a piece of that myself. We found as to your total receipts, 
that you took in current earnings of 886 million and yet your total 
expenses were 164 or 165 million, so your net earnings were $741 
million. On a $377 million investment that is pretty good. 

Mr. Hayes. That is pretty good, and I am very glad that it all goes 
to the Federal Government. 

Mr. Jounson. The Treasury saves you the embarrassment of having 
to pay out 200-percent dividends per annum by not taking this 
money back. I am trying to keep this whole issue in the perspective 
that it seems to me the issue does warrant. Now, if I may pursue 
another side of the question, in face of the 200-percent earnings, per- 
haps we should consider raising the 6-percent.figure to some more 
realistic return to the common stockholders. 

Would that be a fair inference? 

Mr. Hayes. No, sir, I don’t think it would. 

Mr. Jonnson. I didn’t think it was either. If one were to follow 
the logic of making the System more attractive to those who have not 
yet seen fit to join, certainly that 200 percent potential earning, if we 
were to permit the law to be amended, would make this a much more 
attractive thing and we would all like to have some of this Federal 
Reserve stock. 

Mr. Hayes. Well, I was interested in reading over your testimony 
the other day, this colloquy between the committee and Mr. Allen. I 
was impressed that it was brought out that the member banks some- 
times apparently have, according to committee members, indicated 
that they thought they owned the System. 

I think that any change that would encourage that thought, if there 
is such a thought, and I haven’t found it, myself, would be unfortu- 
nate, I certainly wouldn’t want that, because it seems to me quite clear 
that the proprietary interest here essentially is public. 

Mr. Jounson. That is the point I was trying to establish and I am 
glad that you stated it so precisely. Now, under those circumstances, 
then the question of whether the return is fixed by statute at 6 percent 
or 7 percent or 3 percent or 1 percent is really almost a matter of legal 
fiction, unrelated to the economic facts of Federal Reserve operation. 

Mr. Hayes. I think it was largely a matter of custom and experience 
at the time the law was written that 6 percent seemed like a normal 
return to provide on stock. I don’t think there is anything sacred 
about that number. 

Mr. Jonnson. Now, my question prompted by the earlier discussion 
was, Would you feel, for example, that the sense of ownership, the 
sense of participation, the maintenance of the System could be en- 
hanced simply by having them deposit this money in no-dividend- 
bearing stock ? 

In other words, let’s move from 6 down toward zero. Suppose we 
simply said you must deposit 3 percent of your capital and surplus in 
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the System as a payment for the privilege of membership, because you 
do get these currency and coin services, check services, you do get 
many valuable services, as we had shown by testimony of Monday and 
Tuesday. 

Would you think that that would be better, let us say, than paying 
off the stock? If you were to choose between simply terminating the 
dividend to recover the $24 million as has been mentioned here many 
times, or repaying the capital back to the banks so that they weren't 
paying this out, would you care to offer a choice ¢ 

Mr. Hayes. I am not clear whether the alternative method would 
change the situation from one where they hold stock to one where they 
would be holding deposits that were not known as stock; or would it 
still be stock with a lower dividend return? I am not clear. 

Mr. Jounson. In place of the bill before us, rather than pay them 
back, in order to preserve this sense of participation which you prize 
and which only costs 377 million, would you think that it would be 
better to let them keep the money in, but reduce the dividend if this 
were to be a consideration in the minds of the committee ? 

Mr. Hayes. If the money were left in in the form of stock with a 
reduced dividend, that would certainly be better than having the stock 
withdrawn completely. 

Mr. Jonnson. I wanted your judgment on that. I yield, Mr. 
Chairman, I have used my time. 

Mr. Parman. Mr. Burke. 

Mr. Burke. No questions. 

Mr. Parman. Mr. Multer. 

Mr. Mutrer. Thank you, Mr. Chairman. Mr. Hayes, I don’t want 
to get into any political discussions but Congressman Miller did refer 
to political philosophy and unless I misunderstand, I would like to ask 
you to tell us, do you think it is humanly possible for any man to 
divorce his political philosophy from his daily thinking in making 
decisions whether he be a public official or a private banker ? 

Mr. Hayes. In my observation it is quite possible for any career 
central banker to be pretty objective as he looks at things, as a central 
banker, knowing the frame of reference in which a central bank has 
to work and knowing the basic objectives which we are working for; 
and I must say in my activities in the system which are only 4 years 
old, I have never known or been able to conjecture what the politics 
of any of the people might be that Iam dealing with. 

Mr. Mutter. Now, to get to the bill before us, I don’t believe, Mr. 
Hayes, there is anything in Mr. Patman’s bill, 8516, any more than 
my bill, 8627, that attempts to deprive the Federal Reserve bank of 
passing upon the application of a private bank that wants to become 
a member or says that any bank which applies for membership, if this 
bill becomes law, must be accepted upon payment of the $10 fee. Isn’t 
that right? Both bills call for the filing of an application for mem- 
bership in accordance with the regulations of the Board of Governors 
of the Federal Reserve System. It is only after approval of that 
application and payment of fee that they can become members, isn’t 
that so? 

Mr. Hayes. I am not sure, perhaps I should know better than I do. 
Could I turn to my legal adviser here ? 

Mr. Mutrer. Please. 
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Mr. Crarke. Mr. Multer, there has been a good deal of discussion 
within the Federal Reserve System of the provisions of H.R. 8516 in 
terms of the question that you raise and I must say among the lawyers 
that I have talked to, there is considerable doubt as to the construction 
that a court would place upon the Federal Reserve Act if it were 
amended in accordance with the provisions of H.R. 8516. This arises 
principally by reason of the provisions of section 10 of the bill, which 
is found on page 9, which says that the 11th paragraph of section 9 
is amended to read as follows: 

Any applying bank shall be eligible for membership if it is an insured bank as 
defined in subsection (h) of section 3 of the Federal Deposit Insurance Act. 
The capital stock of a State member bank shall not be reduced except with the 
prior consent of the Board of Governors of the Federal Reserve System. 
Now, that, as I say, I think is the principal provision of the bill it- 
self, which has caused a question at least to arise in the minds of the 
lawyers in the system who have considered this. 

I believe that Mr. Patman, when he announced the fact that these 
hearings would be held, did make a statement in which he said: 

Second, the bill will make it possible for any commercial bank to become a 
member of the Federal Reserve System merely upon payment of a $10 mem- 
bership fee. 

This is an extract from Mr. Patman’s press release dated May 2, 
1960. So even though the bill technically might not have achieved 
the result that Mr. Patman seems to have announced for it, nonethe- 
less, we appreciate the possibility that while the bill is in committee, 
it may be amended so as to achieve the stated objective. 

Mr. Muurer. Well, if the committee should decide that the Board 
of Governors should still retain the right to reject a bank’s applica- 
tion to join the system because it is insolvent or it has bad manage- 
ment, or for any of the other reasons that you could raise against the 
operation of a bank, then at least one of your objections to the bill, 
the Patman bill, would be removed ? 

Mr. Crarke. That is correct. 

Mr. Parman. Would you yield, Mr. Multer ? 

It is not contemplated that a bank could force itself into the system 
without any standards at all, and if the bill is incomplete and not 
sufficient in that respect, certainly we would be glad to approve an 
amendment. 

Mr. Moutrer. I felt reasonably sure that that was the chairman’s 
feeling. 

Mr. Hayes. I think that is very reassuring on that point. 

Mr. Mutter. Now, then, most of the objection that was raised to 
this approach to amending the Federal Reserve Act as presented by 
Mr. Car] E. Allen, president of the Federal Reserve Bank of Chicago, 
when he testified, and much of your objection, Mr. Hayes, seems to 
be based upon tradition and that this would be a bad change because 
traditional methods have been otherwise. 

Now, when does conduct become traditional, after 10 years, 20 years, 
30 years, 45 years, or a hundred years ¢ 

Mr. Hayes. Mr. Multer, I am not one who treasures tradition 
blindly, and thinks we should preserve everything simply because it 
has existed. In fact, I think we have to have a constant willingness 
at all times to make changes in our structure and our policies to meet 
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new conditions. The point I was trying to make was this: If a tradi- 
tional structural feature seems to have real advantages, unless it can 
be demonstrated that removal of that feature will bring greater ad- 
vantages in some other areas, I would be very reluctant to make a 
change. I would not oppose change as such at any time. 

Mr. Mourer. There are two things about that. We never had a 
Federal Reserve System until recently. We did not follow tradition 
when we established it. You say we should not change tradition un- 
less there is good reason. I think it should be the other way. Unless 
there is a great reason for keeping it this way, we should welcome 
change. 

Mr. Hayes. Let me say one thing as to the structure of a central 
bank, Mr. Multer. I think the structure of a central bank has to be 
peculiarly adjusted to the conditions of a country. Every country 
has a different setup and rightly so, because there are different eco- 
nomic and other conditions to meet. 

Now, our country, being an enormous economic entity spread out 
over an enormous area, obviously has a different setup from almost 
any other country that I know, and the Federal Reserve System is cer- 
tainly a unique organization. It has been tried and tested, it has been 
changed in a great many respects, as we went along, usually for the 
better, and we seem to have derived a system that works quite well if 
I do say it, and I am reluctant to make a change which to my mind 
could have a serious psychological effect unless I can see clear advan- 
tage in doing it. 

Mr. Murer. Well, I am trying to divorce one item of the organiza- 
tion of the Federal Reserve bank, as a part of the Federal Reserve 
System. I think it has worked very well. I have been in countries 
which have central banks patterned on the organization of our Fed- 
eral Reserve System. Others have changed their method of operation 
and organization to be more like ours. 

Now, you did refer in your statement to the fact that there are cen- 
tral banks where the stock is privately owned. I would like to have 
you submit a list of those countries for our record. 

Mr. Parman. Mr. Multer, if you will yield. 

Mr. Mutter. Yes. 

Mr. Parman. Mr. Martin, chairman of the Federal Reserve Board, 
gave us such a list of the foreign central banks showing the owner- 
ship of each. This will be made available to you. 

My recollection is there are only a very few having private owner- 
ship of stock and they are relatively small. 

Mr. Murer. Did you want to add something, Mr. Hayes? 

Mr. Hayes. If I may interject at this point, after looking over the 
list I am struck by the fact that I think roughly 20 central banks 
have stock either wholly or partly owned by private interests, and 
among those 20 are the central banks of such countries as Belgium, 
Switzerland, Austria, Italy, a number of countries that we consider 
very conservatively run from a financial standpoint. 

Mr. Murrer. I think you will find in many of those instances, and 
this is the information I have received from officials of central banks 
as I have met with them from time to time, that in many of those in- 
stances the country requires that the banks of the country buy that 
stock in order to supply the capital to the bank, and the bank is 
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actually using that capital, the central bank is using that capital con- 
tribution as part of its operations. 

Mr. Hayes. Well, Mr. Multer, I don’t see any difference in that 
regard between what they are doing and what the Federal Reserve 
banks are doing. 

Mr. Motrer. Well, now, let us see if there isn’t a very substantial 
difference. Before we get to that, let me ask you this: I can’t think 
of any, and if you can I would like to have you submit to us the 
name of any corporation organized by the U.S. Government as a 
Government-owned corporation, that didn’t provide, with the excep- 
tion of the Federal Reserve banks, that didn’t provide in the original 
legislation for the redemption of any stock that may be subscribed 
for by anyone other than the Government, and name for me if you 
can any institution other than the Federal Reserve banks that was 
a Federal corporation organized by the Federal Government which 
had stock and which stock has not today been redeemed by the U.S. 
Government, and while the corporation still exists and still operates 
there isn’t a dollar of stock outstanding ? 

Mr. Hayes. May I refer to Mr. Clarke? According to some data 
I have here, the production credit associations are agencies of the 
Government, and their stock is owned by debtors who must subscribe 
to an amount of stock equal to 5 percent of the amount borrowed. 
The class B stock of Federal intermediate credit banks is owned by 
production credit associations. The stock of Federal land banks is 
owned by national farm loan associations, which, in turn, are owned 
by debtor farmers. The class C stock of the banks for cooperatives is 
owned by borrowers from the banks. Federal home loan bank stock 
is owned by savings and loan associations, and the Federal National 
Mortgage Association common stock is owned by the public, that is 
by mortgagees who have sold mortgages to the Federal National 
Mortgage Association. I don’t know what the terms of redemption 
are as to whether that stock can be retired. 

Mr. Mutter. I think you will find the declaration of policy in the 
enactment of each of those statutes setting up those institutions, there 
is a declaration of policy, that eventually they shall be privately 
owned. Correct me if I am wrong. 

Mr. Hayes. Mr. Multer, let me make this observation, too. It 
seems to me central banking is in somewhat of a different area from 
some of these organizations we have spoken of. As I said, I think 
every country has a difficult problem in finding what the right cen- 
tral banking setup is. But it is clear to me, and it has been demon- 
strated time and again in history, that it is very important to find the 
setup which gives the central bank both adequate consciousness of the 
fact that the public interest is paramount and adequate protection 
from undue interference, instructions, directions, from the executive 
branch of the Government; and, therefore, I feel that even if this 
is different from the organization of other public agencies such as we 
have spoken about, it would still perhaps be justified. 

Mr. Muvter. My time has expired. Thank you, Mr. Chairman. 

Mr. Parman. Without objection, we will place in the record at this 

int a statement prepared by Mr. Martin, Chairman of the Board of 
oomieabe of the Federal Reserve System, giving the information 
about foreign central banks, 
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In addition, last year the Joint Economic Committee made a study 
of the economic policies of the countries of Western Europe, and in the 
course of that study, we obtained from the Federal Reserve Board 
somewhat more detailed descriptions of the organizations and struc- 
tures of the foreign central banks of eight of these countries than Mr. 
Martin has now supplied for the whole list of foreign central banks. 
I have had these descriptions of last year excerpted from the Joint 
Economic Committee’s report, so that we would have a brief descrip- 
tion of the central banks of these eight countries all in one place and 
without other matter which is extraneous to our considerations here. 

Also, the staff of the joint committee has taken even more brief ex- 
cerpts from these descriptions, to provide a summary of the informa- 
tion all on one sheet. 

We will have the record include also this information which the 
Federal Reserve supplied the Joint Economic Committee last year. 

(The statement and data referred to above are as follows:) 


BOARD OF GOVERNORS OF THE 
FEDERAL RESERVE SYSTEM, 


Washington, June 8, 1960. 
Hon. WRIGHT PATMAN, 


House of Representatives, 
Washington, D.C. 


DeaR Mr. PatTMAN: In response to your letter of May 20, 1960, I enclose tables 
showing the ownership of capital stock and the selection of the management of 
all foreign central banks (excluding banks in Communist countries) for which 
information is available to the Board’s staff. 

You will note that the heads of the banks are called “Governors” in the 
tables, for the sake of simplicity, regardless of their official titles. 

Central banks in Communist countries have been excluded because all finan- 
cial institutions in these countries are so completely dominated by their govern- 
ments that the details of their legal provisions concerning capital and selection 
of management are immaterial. 

Sincerely yours, 


Wma. McC. Martin, Jr. 
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COMPARATIVE FEATURES OF EIGHT CENTRAL BANKS 
OF WESTERN EUROPE 


(Excerpts from materials supplied to Joint Economic Committee) 


BELGIUM 
Central bank : 
Ownership-_-_-_-_-_-- ba _. 50 percent Government owned since 1948 (re- 


maining shares freely traded on stock ex- 


change). 
Selection of governor________. Appointed by Crown for 5-year term. 
Selection of board_______--_~- Appointed by Minister of Finance based on 


nomination and selection by bank’s council 
of regents made up of industrialists, pro- 
fessors, trade unionists, and other non- 
bankers. 

Disposition of profits As ina banking joint stock company. 

Relation to Finance Ministry. Minister of Finance has right to control all 
operations of bank, and a Government- 
chosen commissioner supervises operations 
to insure that they are conducted in the 
public interest. Strong personalities in 
the governor’s chair have on occasion dem- 
onstrated considerable independence and 
even influenced trends in Government fi- 
nance, 

Role in Government finance Makes funds available to Treasury within 
a limit of $200,000,000 equivalent. 


FRANCE 
Central bank: 


Ownership___-__- 100 percent Government owned since 1946. 

Selection of governor _.. Appointed by Government decree for an in- 
definite term. 

Selection of board____- : Four ex officio heads of principal Govern- 


ment financial institutions, 7 appointed by 
Minister of Finance to represent various 
economic interests, and 1 representative 
of the bank’s staff. 

Disposition of profits__- _. Committed to amortization of advances made 
by the bank to the Treasury in 1957. 

Relation to Finance Ministry. In practice the Government in power influ- 
ences monetary policy through the Na- 
tional Credit Council of 483 members, in- 
cluding its president, who is a Minister 
designated by the Government, and its vice 
president, the Governor of the Bank of 
France. Seventeen members represent 
Government departments or public finan- 
cial institutions and the remaining 24 are 
appointed by the Minister of Finance on 
basis of nominations by economic interest 
groups. Although formal powers of coun- 
cil are advisory it effectively determines 
broad lines of policy. 

Role in Government finance-_. Makes loans to Treasury under terms of spe- 
cial agreement between banks and Treas- 
ury. In practice advances even though 
subject to repayment have become perma- 
nent or absorbed by successive revalua- 
tions of the bank’s reserves. 
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ITALY 

Central bank: 

Ownership____-_-.----------. 60 percent owned by the savings banks; re- 
mainder by banks and institutions of na- 
tional interests, various insurance and 
provident institutions. Power of stock- 
holders are limited, however, to election of 
auditors. 

After being approved by the Government (in 
practice the Ministry of the Treasury), the 
governor, general manager, and vice man- 
ager are appointed by the superior coun- 
cil, which is composed of the governor and 
the 12 elected directors from the bank’s 12 
main branches. 


Selection of governor _- —- 


Selection of board ___-~- klected from the bank’s 12 main branches. 
Disposition of profits____—- To Federal Treasury after a dividend of 6 


percent to stockholders and the transfer of 
40 percent to reserves. 

Relation to Finance Ministry_. Subject to Treasury supervision although 
never merely an instrument of Treasury: 
its opinions in matters of economic and 
credit policy carry great weight in prac- 
tice in part because of high caliber of 
men who have had the governorship. 

Role in Government tinance__. Obligated to make advances up to a limit of 
15 percent of budget expenditures but in 
practice maximum indebtedness has been 
far below legal limit and Treasury has 
steadily reduced its “extraordinary” war- 
time advances. 


GERMANY 
Central bank: 
Ownership... 22.--....... _.. 100 percent Government owned since incor- 
poration in 1948. 
Selection of governor___.._._--. Appointed by the President of the Republic 


after consultation with the bank’s council 
of directors. 

Selection of board___-._-_--.. Same as governor. 

Disposition of profits — _ 20 percent to legal reserve until it amounts 
to 5 percent of note circulation; 10 per- 
cent to other reserves up to amount of 
original capital ; 40,000,000 deutschemarks 
(approximately $9.5 million) for purchase 
of certain Federal indebtedness; any re- 
mainder transferred to Federal Govern- 
ment. 

Relation to Finance Ministry. By law the Bundesbank is “independent of 

: instructions of the Federal Government” 
although bound “to give due consideration 
to the general economic policy of the Fed- 
eral Government and to support such pol- 
icy within the scope of its tasks.” 

Role in Government finance__. May make direct advances to a limited ex- 
tent and, without limit, buy and sell in the 
open market Federal bonds and bills. 
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SWEDEN 
Central bank: 
Ownership-__-___- _............ 100 percent Government owned since 1668. 
Selection of governor__._._.___._. Elected by directors from among themselves 


as chief executive officer but chairman of 
board, rather than governor, appears to 
be policy head. 

Selection of board__ ~~~ _. Chairman of board is appointed by the Cabi- 
net while other six directors are chosen 
by the Parliament. 

Disposition of profits___--___- Belong to Government. 

Relation to finance ministry__. Owned and supervised by Parliament, is 
formally independent of executive branch 
of Government. Government is, however, 
represented on board by the chairman and 
with increased influence of Government, 
formal independence has now lost all 
practical significance and bank in practice 
is wholly subject to desires and direction 
of executive Government. 

Role in Government finance__. Acts as banker to Swedish Government. 
Has pegged Government bond market dur- 
ing most of postwar period but at progres- 
sively higher interest rates. 


SWITZERLAND 
Central bank: 

| ee a ee Joint stock company; 57 percent owned by 
cantons and cantonal banks, remainder by 
a large number of private shareholders. 

Selection of governor__._.___-__. A board of 3 directors appointed by the Cab- 
inet on recommendation of bank council 
(see below) is responsible authority for 
operation of bank. 

Selection of board __ __... A bank council of 40 members, 15 elected by 
stockholders and 25 by the Cabinet results 
in considerable governmental influence in 
decisions and management of bank. 

Disposition of profits_____~_- Presumably in routine joint company pattern 
of prudent retention of reserves. 

Relation to finance ministry__. Influence of Government is considerable and 
from time to time the Cabinet has pre- 
scribed monetary policies for the bank to 
follow. 

Role in government finance___ Bank has purchased Federal securities for 
temporary investment of funds and “co- 
operates” in the placing of new Federal 
and cantonal funds. 
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NETHERLANDS 
Central bank: 
Ownership_________ ewan Betis 100 percent Government owned since 1948. 
Selection of governor________. Appointed by the Crown for 7-year term on 


nomination at a joint meeting of govern- 
ing board (appointed by Crown) and the 
board of commissaries (appointed by 
Minister of Finance). 
ss a ae See above (board of commissaries super- 
vises administration of the bank). 
Disposition of profits-__._.__- All profits transferred to the Government. 
Relation to Finance Ministry_. Finance Minister is empowered to issue di- 
rectives to the bank but the latter, in case 
of disagreement, has the right to appeal 
to Crown, represented in the person of the 
Finance Minister. 
Role in Government finance__. Obligated to make advances on current ac- 
count to the state each time Minister of 
Finance considers it necessary. Such ad- 
vances are noninterest bearing but limited 
to 15 million florin (approximately $4.0 
million). Bank holds in addition more or 
less static book debt of Government grow- 
ing out of German occupations. 


Selection of board 


UNITED KINGDOM 
Central bank: 


rT 100 percent Government owned since 1946. 
Selection of governor__._._.___-_. Appointed by Government. 
Selection of board_____---~-_-- Do. 


Disposition of profits________- 

Relation to finance ministry__. Treasury has authority “from time to time to 
give such directions to the bank as, after 
consultation with the Governor of the 
bank, they think necessary in the public 
interest.” 

Role in government finance___ Direct loans to Government known as ways 
and means advances are permitted. 


Source: Joint Economic Committee, “Economic Policy in Western Europe,” January 
1959, joint committee print, 85th Cong., 2d sess. 
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FEATURES OF THE CENTRAL BANKS AND STRUCTURE 
OF THE CREDIT SYSTEMS IN EIGHT WESTERN 
EUROPEAN COUNTRIES 


BELGIUM 
CENTRAL BANKING IN BELGIUM* 


1. HistrortcaL SETTING 


From the fall of the French Empire (in 1815) until 1830, Belgium 
was part of Holland. To promote the establishment and use of fiduci- 
ary money in Belgium, King William of Holland created at Brussels 
in 1822 the “General Society for the Promotion of National Industry,” 
with a limited right of note issue; and for three years after Belgium 
became independent of Holland in 1830, the Société Générale remained 
the only bank of issue in Belgium. Owing to difficulties between it 
and the Belgian Government, the latter, in 1833, established the Bank 
of Belgium, with the right of issuing notes to the amount of its 
capital. Competition between the two banks became intense; and 
the combination of excessive lending by both, and the run on banks 
caused by the French Revolution of 1848, produced crises for both 
institutions in that year. 

The need for a change became evident; and as a result mainly of 
the initiative of the Minister of Finance, Frére-Orban, the National 
Bank of Belgium was created by law on May 5, 1850, with a capital 
of 25 million Belgian francs ($5 million), and a 25-year franchise. 
While the law did not endow the bank with a monopoly of note-issue, 
the privilege was never subsequently given to any other bank; and 
that of the National Bank of Belgium was successively renewed. In 
participating in the capital of the National Bank the Société Générale 
ot the Bank of Belgium agreed to withdraw their notes from circu- 

ation. 

On the whole, the formal status of the National Bank was little 
changed until 1948. (See below.) There was, however, a gradual 
evolution—speeded up in the 1930’s—both in the Bank management’s 
conception of the nature of its task, and in public awareness of the 
important role of the central bank in the broad task of economic 
stabilization. 


2. OWNERSHIP AND CoNTROL OF THE CENTRAL BANKING INSTITUTION 


_From its founding in 1850-until 1948, the National Bank of Bel- 
gium was privately owned. The law of July 28, 1948, which strength- 
ened the government's control over the Bank, provided, inter alia, for 
an increase in the Bank’s capital from 200 million ( a figure to which 
it had been gradually increased from its initial capital of 25 million 
in 1850) to 400 million Belgian francs, of which half would be sub- 
scribed by the government. 


*Prepared at the request of the Joint Economic Committee by the Division of Interna- 
tional Finance, Board of Governors of the Federal Reserve System, Washington, D. 
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The change in ownership, together with certain other changes in the 
1948 legislation, clearly strengthened the government’s control of the 
Bank; it has been a that under the 1948 legislation the Bank was 
“semi-nationalized.” However, the government has always had strong 
influence over the Bank. Since its inception, the governor has been 
appointed by the Crown (for a 5-year term), and a government com- 
missioner supervised operations to insure that they were conducted in 
the public interest. Article 29 of the pre-1948 statute, which remained 
unchanged in the 1948 law, provided that “the Minister of Finance has 
the right to control all operations of the Bank. He can oppose the 
execution of any measure which would be contrary to law, to the 
statutes [of the Bank, or to the interests of the State.” 


3. RELATIONSHIP OF THE CENTRAL BANK TO THE GOVERNMENT 


As is customary, the Bank acts as fiscal agent for the Treasury, as 
well as for certain other public and quasi-public agencies. It also 
makes funds available to the Treasury (against government or govern- 
men-guaranteed paper) within a limit which for many years has been 
set at 10 billion francs ($200 million). 

On the broader aspects of the government-central bank relationship, 
in Belgium that relationship has normally been one of harmonious and 
effective cooperation. The general view appears to be that the govern- 
ment has seldom abused its control over the Bank; and the latter has 
certainly spoken out or acted vigorously on many occasions, including 
several since 1948. One example was the Bank’s unsuccessful fight in 
1950 to have the “profit” on revaluation of the gold reserve used to 
reduce Treasury debt to the Bank rather than for new expenditure. 
Another example was the Bank’s adroit handling of the situation 
which arose in October 1957 when the government overdrew its ac- 
count; the Bank secured agreement on speedy repayment of the excess 
in the next few months—which was carried out—and also appears to 
have used the occasion to force through a reform of certain weaknesses 
in the capital market and in the banking system which were directly 
related to government finance. However, these examples do not prove 
that the government’s veto power has never been abused, or that its 
mere existence has not inhibited independence of Bank action. The 
two examples cited above evidence mainly the fact that since 1945 the 
Bank has had strong personalities in the governor’s chair. 


4. RELATION OF THE CENTRAL BANK TO THE CoMMERCIAL BANKS 


The National Bank of Belgium is empowered to discount, buy and 
sell commercial paper, to discount, buy, sell, or make advances against 
short-term and medium term government or government-guaranteed 
paper, and to buy and sell long-term government securities quoted on 
the stock exchange. While the organic law of the Bank does not 
require that its activities along these lines be confined to dealings with 
credit institutions and government agencies, its operations are largely 
with such institutions and agencies. Discounts by credit institutions 
at the National Bank are subject to ceilings established by the Bank. 
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Under the banking reform law of 1935 the banks are required to 
submit periodic reports to the National Bank, but in general are not 
supervised by the National Bank but rather by the Banking Commis- 
sion, established by the same reform law. 


5. Power oF THE CENTRAL BANK OVER THE INSTRUMENTS OF 
Monetary Po.icy 


Subject to the will of the government through its powers over the 
Bank, the latter has formal control of all the usual instruments of 
monetary policy except reserve requirements, although its freedom and 
effectiveness of action has in the past been inhibited in certain respects 
by institutional arrangements which will be briefly indicated below. 
Reserve requirements have existed in Belgium only since 1946, when 
they were established by the Banking Commission under the banking 
reform act of 1935. The requirements established were largely sec- 
ondary reserve (or “liquidity”) ratios: the cash ratios were originally 
set at 4 to 6 per cent, and the cash plus government-security ratios at 
50 to 65 per cent, depending upon size of bank (the higher ratios ap- 
plying to the larger banks). In 1949 the cash reserve ratios were uni- 
fied at 4 per cent. The establishment of these ratios had the effect 
of immobilizing a large part of bank holdings of government paper 
thereby tending to force the banks “into the Bank” when in need of 
funds, thus strengthening the central bank’s control of the monetary 
situation. However, the secondary-reserve system has been far from 
an unmixed blessing, having introduced a considerable element of 
rigidity into the whole banking structure ; and the banking reforms of 
last year included the grant of authority to the Banking Commission 
to lower the highest ratios from 65 to 50 per cent. 

The National Bank’s main instruments of monetary policy have 
been discount-rate policy, rediscount ceilings, and moral suasion. 
Open-market operations have thus far not been a significant tool of 
policy, for several reasons, including the government’s previously 
automatic access to a portion of new bank ba osits through the sec- 
ondary reserve system, and other factors which have interfered with 
the Bank’s pursuit of an independent open-market policy. The bank- 
ing reform of 1957 opens up the definite possibility that open-market 
operations by the National Bank will gradually become a significant 
weapon of monetary control in Belgium. 


6. CHANNELS oR Sources SupPLy1nc Business CAPITAL 


As in most other European countries, “autofinancing” (which 
we call reinvestment or “ploughing back” of profits) is an important 
source of business capital in Belgium. Another very important source 
is (or has been) the banks; although close connections between banks 
and industrial enterprises are also found in other European coun- 
tries, they were very highly developed in Belgium, this system tracing 
back to the early activities of the Société Générale, which was also, 
as mentioned above, the first bank of issue in Belgium. During the 
1920°s, and continuing in the early 1930's, there was a rapid concen- 
tration of Belgian banks, and, along with this, intensification of busi- 
ness and banking affiliation, with the result that bank portfolios be- 
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came heavily loaded with industrial securities. By the mid-1930’s 
there was a strong movement toward reform of the banking system, 
due in part to a tendency to blame the banking system for the depres- 
sion, or at least for the losses resulting from it. The main purpose 
of the banking reform act of 1935 was to do away with “mixed bank- 
ing,” leucineaiie then defined as the holding of industrial securities 
by banking organizations. In substance, and with few and limited 
exceptions, the reform law of 1935 made it unlawful for any banking 
corporation to own stocks or bonds issued by other corporations. 
However, the separation of banking and industry achieved under the 
1935 law appears to have been more apparent than real. 

Belgium, like many other countries, has a number of specialized 
institutions for assisting in the provision of business capital. Impor- 
tant among these are: the Institute for Rediscount and Guaranty, 
which can discount banking assets not eligible for rediscount with the 
central bank (which, however, may rediscount bills guaranteed by the 
I. R. G.) ; the National Industrial Credit Company (S. N.C. 1.), which 
assists in financing new industries, new products, and modernization 
programs, as well as credit margins in bilateral payments agreements, 
and which is also supposed to assist in financing the credits granted by 
the Belgian-Luxembourg Economic Union to the European Payments 
Union. (Note that Luxembourg has no central bank separate from 
that of Belgium.) During the past few years, however, the activities 
of the S. N. C. I. have been greatly curtailed by lack of funds. There 
is also a National Fund for Credit to Trade and Industry (to provide 
special credit for small and medium-sized enterprises), a fund to pro- 
vide government guarantees for exports (i. e., guarantees of con- 
vertibility of foreign exchange proceeds), a fund for agriculture, and a 
fund for the provision of mortgage credit for low-cost housing. 








STRUCTURE OF THE BELGIAN CREDIT SYSTEM* 


The present structure of the Belgian credit system has its origin in 
the banking law of 1935, which led to the drawing of a distinction 
between holding companies on the one hand and deposit banks on the 
other, the name “bank” being reserved solely for institutions operating 
mainly in the short-term sector. 

The National Bank of Belgium is a private company, but one-half 
of its share capital is owned by the state. It can influence the mone- 
tary and credit situation by means of: (i) changes in the official dis- 
count rate; (ii) quantitative credit control (i. e., by fixing ceilings for 
the rediscounting facilities granted to the banks) : Gis qualitative 
credit control, which is applied especially in connection with the re- 
financing of foreign trade; (iv) recommendations to the banking 

stem. 
ae Belgium there is a Banking Commission which is entrusted, 
under the banking law, with the control of the banks and of capital 
issues, and which is also authorised to fix ratios governing the com- 
= of the banks’ assets. There also exists a Banks’ Association. 

here are altogether eighty-one deposit banks, but the three biggest 
ones account for at least two-thirds of the total resources of these 
institutions. Of the B.fcs 79 milliard of deposits held by Belgian 
banks at the end of 1955 70 per cent. were sight deposits. 

The Postal-Cheque Office, which is directly dependent on the 
a administration, is not a credit-granting institution, since its 

eposits immediately become Treasury resources (as is the case in 
most other countries). It pays no interest on deposits, which are 
used either by private individuals and enterprises or by the various 
vernment departments solely for the purpose of making payments. 

t the end of November 1956 there was an amount of nearly B.fcs 
22 milliard outstanding on these postal-cheque accounts on private 
account alone. The “Caisse générale d’épargne et de retraite” is a 
non-profit-making public institution which combines the functions 
of a savings-bank with those of a social-insurance institution. At 
the end of 1955 the total resources of the “Caisse” amounted to B.fcs 
86 milliard, i. e. B.fes 4 milliard less than the combined resources 
of all the banks. Nearly 70 per cent. of the resources of the “Caisse” 
were in the form of savings deposits. The resources of the “Caisse” 
are invested for the most part in government or government-guar- 
anteed securities and in mortgage loans. 

Public and semi-public credit institutions. There are nine of these 
altogether and they include the “Société nationale de crédit 4 l’in- 
dustrie” and the “Institut de réescompte et de garantie”. 


*Bank for International Settlements, Monetary and Economic Department, “Credit and 
Its Cost” (CB 268), Basle, Switzerland, January 1957. 
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The former is chiefly concerned with making medium-term loans 
to industry. Its resources are derived mainly from the issue of bonds 
and savings certificates. The second institution is a kind of “mone 
market” in itself. Usually, but not always, it accepts from the deposit 
banks all their free funds at call or at short notice and it passes on 
such amounts as it does not itself require to other public institutions 
such as the “Fonds des rentes”, etc. At the end of December 1956 
the interest rates allowed on such funds were 1.70, 1.80, and 1.90 per 
cent. for one, five and ten days respectively. When in need of addi. 
tional resources the “Institut de réescompte et de garantie” redis- 
counts bills of less than 120 days currency at the central bank. The 
lending activity of this institution is limited almost exclusively to 
— foreign trade acceptances and to mobilising the banks’ port- 

olios. 

The other credit institutions chiefly grant credits of a special na- 
ture, often at long term, to agriculture, small industries, local authori- 
ties, the housing sector, etc. 

The National Bank of Belgium applies a number of different official 
rates for discounts and advances. From 4th August 1955 to 5th 
December 1956 the most important rates were as follows: 

(i) for the discounting of trade bills (up to 120 days): 3 
per cent. 

(ii) for advances against public securities at more than 12 
months : 4.75 per cent. 

Since 6th December 1956 these rates have been 14 per cent. higher; 
i. e., 314 and 514 per cent. respectively. At the end of 1956 the returns 
of the Belgian National Bank showed rediscounts of trade bills at 
B.fcs 6.8 milliard and advances at only B.fcs 738 million—a state of 
affairs which is clearly related to the cost differential between the two 
kinds of refinancing. 

The rates paid a the banks to depositors are fixed by interbank 
agreements. The big commercial banks pay 1% per cent. on sight 
deposits and up to 214 per cent. on time deposits at one year. Savings 
and mortgage institutions pay up to 3 per cent. on savings deposits 
and somewhat over 414 per cent. on 5-year cash certificates. 

There is no official general agreement regarding the rates (interest 
and commission) to be shatant 10 borrowers. On an average the bi 
banks add between 1 and 2 per cent. to the official Bank rate applied 
to discounts of 120-day trade bills and to secured advances, so that 
the cost of short-term borrowing is 414 to 514 per cent. for the former 
type of credit and 6% to 7% per cent. for the latter. Up to 71% 
per cent. is charged on overdrafts. 

Medium-term credit is granted for the most part by public and 
semi-public institutions, which charge an average rate of per 
cent. When granted by the big commercial banks (out of funds 
raised by the issue of cash certificates) medium-term credit costs 
74% to 8 per cent. Mortgage loans granted by mortgages banks cost 
534 to 634 per cent. 

A very large number of “special credits” for particular purposes 
are granted, in limited amounts, by the public or semi-public institu- 
tions at rates which are often much lower than the normal ones quoted 
above for medium and long-term credits. 
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In the capital market the yield of long-term state loans at the end 
of 1956 was 51% per cent. and that of corporate bonds 5 to 5% per 
cent. The real cost to industrial corporations of raising long-term 
funds on the capital market is, however, considerably higher than 
the yield of corporate bonds and this explains—at least in part—the 
very small volume of new private issues. 

A summary of the present structure of Belgian interest rates is 
given below. 


Belgium: Main rates paid and charged by credit institutions’ (including 
commission, etc.) 


{In percentages] 














Items Central Commercial | Other credit 
bank banks institutions 
Rate ey on deposits— 

ES ER ee eS eae el ee eee SE 
Ce ive ie ngaeedink dos an diipahescegel ors ssmectnag Up to 2%_---- Up to 3. 
CE ean eee Se ee ee 3% to 4......-- 3% to 4%. 

Rate charged on— 
Trade bills (discounting)... .....-..-..--------- a Re SF a4  aeaate 4% to 54%... -- 
oe. whee ama wee 6.2 ee~e 6% to 7%-_-..-- 5%. 
ee cen Sale gece at ee aee~< flapia+scamde Up to 7%. ..-- 
Medium-term loans. --------- Tee pe. ee DE * ty. eee ee  f ) Shoe 5%. 
i ee rns RC oan na tance tee nabeekeNadthhen = nacocshediiqscasinwss=o<éiee 5% to 6%. 








1 Since Dec. 6, 1956. 
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FRANCE 
CENTRAL BANKING IN FRANCE* 


1. Hisrorica, Serrine 


The Bank of France was organized by Napoleon in 1800 as a 
privately owned company engaged in general] banking business. In 
1803 it was given a monopoly of note issue in the Paris area, and in 
1848 that monopoly was extended to all of France. In 1806 a General 
Council consisting of a governor and two vice-governors appointed 
by the chief of state, pet 15 regents and 3 examiners elected by the 
200 largest stockholders, was established as the chief governing agency 
of the Bank. This formal organizational structure of the Bank of 
France did not change for the next 130 years, but in the course of 
time actual power swung from the government at the time of Na- 
poleon to private interests as represented by the regents in the early 
1930’s. In 1936, following the victory at the polls of the “Popular 
Front,” which had made the power of the “200 families” a major po- 
litical issue, legislation was passed which gave the government the 
dominant position in the enna of the Bank, mainly by reduc- 
ing the number of members of the General Council elected by the 
stockholders from 18 out of 21 to 2 out of 20. Effective January 1, 
1946, the Bank of France was nationalized, the shareholders re- 
ceiving negotiable government securities in exchange for their stock. 


2. OWNERSHIP AND CONTROL OF THE CENTRAL BANKING INSTITUTION 


The General Council of the Bank of France consists of the Gov- 
ernor, the two Vice-Governors, four ea officio members who head the 
rincipal government financial institutions, seven members appointed 
y the Minister of Finance to represent various economic interests, 
one representative of the Bank’s staff, and two examiners without 
vote on policy matters. The eight members representing economic 
interests and the Bank’s staff are appointed for four-year terms, which 
are staggered. The Governor and Vice-Governors are appointed by 
government decree, and have indefinite tenure. 
The capital stock of the Bank is owned entirely by the state. The 
profits of the Bank are committed for a long and indefinite period to 
amortize advances made by the Bank to the Treasury in 1957. 


3. RELATIONSHIP OF THE CENTRAL BANK To THE GOVERNMENT 


Because the Bank of France is nationalized and because its Gov- 
ernor does not have tenure for a specified period, the government has 


*Prepared at the request of the Joint Economic Committee by the Division of Interna- 
tional Finance, Board of Governors of the Federal Reserve System, Washington, D. C. 
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strong ultimate power over monetary policy. In practice the gov- 
ernment in office influences monetary policy through the National 
Credit Council, which is the yy authority for framing credit 

licy and banking controls. The National Credit Council was estab- 
ished in December 1945 by the same law that nationalized the Bank 
of France. The Council has 43 members, including its president, 
who is a Minister designated by the government, and its vice-presi- 
dent, the Governor of the Bank of France. Seventeen members of 
the Council represent government departments concerned with eco- 
nomic problems, or are heads of public or semi-public financial insti- 
tutions. The remaining 24 members represent various economic and 
financial interests, and are appointed by the Minister of Finance or 
the Minister of National Economy on the basis of nominations by 
organizations representing those interests, such as chambers of com- 
merce and labor federations. The policies of the government in of- 
fice are presented to the National Credit Council by the Director of 
the Treasury, who, though not a voting member, is required by law to 
attend all meetings of the National Credit Council and its commit- 
tees. The President of the Council, who is usually the Minister of 
Finance, rarely attends its meetings, and the ssasiiliad officer is nor- 
mally the Governor of the Bank of France. 

The National Credit Council has extensive power to regulate the 
operations of all classes of banks, this power being exercised through 
the agency of the Bank of France. In matters of monetary and 
credit policy the Council formally has power only to advise the gov- 
ernment and the Bank of France. In practice, however, it appears 
that the broad lines of monetray policy are laid down in the National 
Credit Council, although it is important to bear in mind that the 
Governor of the Bank of France has a key position in that body. 


4. RELATION OF THE CENTRAL BANK TO THE COMMERCIAL BANKS 


The Bank of France is empowered to discount commercial paper 
and government securities for private individuals and enterprises, 
all classes of banks, and public and semi-public financial institutions 
provided that maturities do not exceed three months and the com- 
mercial pense bears three signatures. By far the greater part of 
the Bank’s business is with the commercial banks and public and 
semi-public financial institutions. 


5. Power oF THE CENTRAL BAankK Over THE INSTRUMENTS OF 
Monetary Po.icy 


Within the policy framework established in the National Credit 
Council, the General Council of the Bank of France makes the im- 
postant decisions of the Bank, including changes in discount rates. 

here are no cash reserve requirements, but since 1948 the commercial 
banks have been required to hold about 25 per cent of their deposits 
in the form of short-term Zovernment securities. The Bank of 
France has been empowered since 1938 to conduct open-market oper- 
ations, but until June 1957 it was inhibited from making effective 
use of open-market operations as an instrument of monetary polic 
by—among other things—a law requiring the Bank to discount all 
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Treasury securities of up to 90 days’ maturity presented to it. Open- 
market operations have been used mainly to smooth out day-to-day 
fluctuations in the money market. 


6. CHANNELS OR Sources SuPPLYING Business CAPITAL 


In the postwar period the Bank of France has become an important 
source of medium-term financing of industry, agriculture and con- 
struction. Most of the private obligations discounted by the Bank 
of France for public and semi-public institutions is medium-term 
credit, which technically takes the form of 90-day paper, but which 
actually runs for periods up to five years. Among the most impor- 
tant public and semi-public institutions engaged in medium- and 
long-term financing are the following: The Caisse des Dépots et 
Consignations, a publicly-owned institution which manages the funds 
of the social security and postal savings system, and other govern- 
ment funds; the Crédit Foncier de France, which grants loans on 
property; its subsidiary, the Sous-Comptoir des Entrepreneurs, 
which specializes in financing the building industry; the Caisse Na- 
tionale de Crédit Agricole, which rediscounts obligations of regional 
agricultural cooperative societies; and the Crédit National, which 
was founded in 1919 as an independent governmental agency to aid 
in the reconstruction of war-damaged enterprises, but which has 
over the years been given a variety of functions connected with gov- 
ernment and industry financing. 

In France, the commercial credit needs of small- and medium-sized 
business are served by the Popular Banks, which have discount priv- 
ileges at the Bank of France. The Casse Centrale de Crédit Hotelier 
Commercial et Industriel, a semi-public institution under the control 
of the Popular Banks, grants long- and medium-term loans to small- 
and medium-sized business. 








STRUCTURE OF THE FRENCH CREDIT SYSTEM* 


The Bank of France applies all sorts of measures of credit control: 
changes in the discount rate, the imposition of rediscount ceilings, 
the control.of minimum reserves to be held by the banks in the 
form of Treasury paper, open-market operations and certain meas- 
ures of qualitative control. The administrative supervision of 
the banking system is carried out by the “Commission de Contréle des 
Banques”, while the “Conseil National du Crédit” regulates the prac- 
“ of the banking profession and takes part in the shaping of credit 
policies. 

The French banking system was placed on a legally organised basis 
by the laws of 1941 and 1945. The banks are divided into three main 
groups: 

ti) Commercial banks (banques de dépéts) ; 

i) Long and medium-term credit banks, which receive deposits 
at more than two years; and 

(iii) Jnwestment banks (banques d’affaires), whose main activity 
is the taking-up and administration of participations and the 
granting of credits for unlimited periods to enterprises in which 
the participations are held. These investment banks can invest 
in these enterprises only their own funds or deposits entrusted 
to them at fixed term or at notice for at least two years. They 
can also receive sight deposits and deposits at less than two years, 
but only from certain categories of persons and from the enter- 
prises with which they are connected. 

The commercial banks (some 340 in number) account for more than 
85 per cent. of the assets of all registered banks, and of that 85 per cent. 
the four big nationalised banks account for almost one-half. The 
commercial banks receive almost exclusively sight deposits. Actually 
they are practically the only type of institution authorised to neapt 
sight deposits and deposits at less than two years. In practice the 
commercial banks lend only at short term (mostly by the discounting 
of trade bills). Theoretically they could also grant medium-term 
credit; in fact, however, they usually mobilise medium-term paper 
only when the central bank has previously agreed to rediscount it. 

In addition to the private institutions (including those which have 
been nationalised) there are in France a number of semi-public and 
public financial institutions, the most important of which are: 

The “Crédit Foncier”, established to grant long-term loans on 
mortgage to property owners, local authorities and the merchant 
marine. It obtains the greater part of its resources by the issue of 
various types of bonds. Since 1950 the “Crédit Foncier” has also 
played an increasingly important part in the granting of long and 
medium-term credit for house-building. 


*Bank for International Settlements, Monetary and Economic Department, “Credit and 
Its Cost,” (CB 268), Basle, Switzerland, January 1957. 
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The “Caisse Nationale de Crédit Agricole” is the central organisation 
of the various local and regional agricultural credit societies. These 
institutions receive funds from private depositors, from the Treasury, 
and also through the issue of bonds on the capital market. These 
funds are normally used to refinance the long, medium and short-term 
credits granted by the affiliated local societies. The “Caisse Nationale 
de Crédit Agricole” is also allowed rediscounting facilities at the 
central bank. 

The “Crédit Populaire” consists of a number of small co-operative 
banks designed to aid small businesses and industry and its central 
organisation is the “Caisse Centrale de Credit Populaire”. 
The “bangues populaires” are governed by a special legal statute 
which gives them a semi-public phar hey receive deposits from 
the public and also advances from the “Fonds de développement 
économique et social” and are allowed rediscounting facilities at the 
central bank. 

The “caisses d’épargne” and the “Caisse Nationale d ’E pargne” 
are the recipients of the greater part of French savings in monetary 
form. The former are municipal institutions, while the latter is a 

overnment agency attached to the Postal Administration. All have 
in common the obligation to redeposit almost all the funds they re- 
ceive with the “Caisse des Dépots et Consignations”, which uses 
such funds chiefly for purchasing government securities, but also em- 
ploys a part of them—together with funds received from other 
sources, such as the social-security system and other insurance agen- 
cies—to grant loans to local authorities. Since the middle of 1950 the 
“caisses d ’épargne” have been able to require the “Caisse des Dépdts 
et Consignations” to use one-half of their new deposits for loans to 
local authorities designated by them. 

That part of the resources of the “caisses d’épargne” which remains 
under their own direct control is also used to grant loans to local 
authorities. 

The “Crédit National” was established soon after the first world 
war to facilitate the payment of war-damage indemnities and to help 
finance reconstruction by the issue of es Later it was entrusted 
with other tasks and at present it plays quite an important role in the 
medium-term sector, using funds received from the “Fonds de dével- 
oppement économique et social” or raised on the capital market. 

he “Caisse Nationale des Marchés de VEtat” is a government 
agency whose main purpose is to assist government contractors, in 
various ways, to mobilise their claims on the Treasury. It does not 
grant credit directly itself. 

The postal-cheque system is gaining in importance. On 31st Octo- 
ber 1956 the total of sight deposits with the postal-cheque system 
amounted to nearly Fr. fes 540 milliard; i. e., pate one-fifth of the 
combined sight deposits of all banks. 

Since 2nd December 1954 the official discount rate has been 3 per 
cent. (on rediscounts above the “ceiling” 5 per cent.) and the lombard 
rate 41% per cent. 

As to the rates which the banks charge their customers, minimum 
charges are fixed by “Conseil National du Crédit” in consultation 
with a banking commission. These minimum charges—to which taxes 
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amounting to nearly 10 per cent. have to be added—were as follows 
at the end of 1955: 





Per cent 
Discounting of trade bills (3-month) -_._-_ 3.6 
Acceptances (3-month), internal trade_________-____-_._---___---_-__-__ 6.0 
Overdrafts___________ aE TG AS EES SE EES Ses 6. 6 





The actual cost of borrowing short-term funds is reported to amount 
to as much as 6 per cent, for trade bills and about 7 to 8 per cent. for 
overdrafts. 

In the medium-term sector a variety of institutions grant special 
loans at differentiated privilege rates ranging from 2 per cent. on 
loans made out of funds supplied by the Treasury (either directly or 
via the “Fonds de développement économique et social”) for agricul- 
tural investment, the construction of cheap houses under the H. L. M. 
scheme, etc., to 7 per cent. on loans granted directly by that Fund for 
industrial investment. 

The charge on the normal long-term loans of the “Crédit Foncier” 
is 7.4 per cent. Smaller institutions are reported to be charging more 
than 10 per cent. on medium-term mortgage loans. 

Privilege rates are also supplied to some types of export credits 
(medium-term), with the result that their overall cost is aan 5 per 
cent. Consumer credit, as in other countries, costs much more, rang- 
ing from 15 to 20 per cent. in the case of motor-cars to 20 to 30 per 
cent. in the case of sewing and washing machines and refrigerators. 

The rates paid by the banks on deposit accounts vary between 14 and 
114 per cent. for sight deposits (the large banks in Paris allowing 
14 per cent.) and between 214 and 334 per cent. for time deposits at 
from two months’ to two years’ notice. Higher rates (up to 5 per 
cent), are, of course, paid on savings bonds of various types with a 
maturity of from one to five years. All these rates are maximum rates 
fixed by agreement. 

In the money market, three-month Treasury bills are issued at 214 
per cent., and call money costs (October 1956) about: 314 per cent. 
Capital-market rates are about 514 per cent. on long-term state securi- 
ties and 614 per cent. on industrial bonds. The cost to the large 
private borrower, however, when issuing bonds, is at least 7 per cent. 


France: Main rates paid and charged by credit institutions (including 
commission, etc.) 

















{In percentages] 
Items Central Commercial | Other credit 
bank banks institutions 
Rates paid on— 
I i tit 11 Baa cn onan Deen «kntgiobapeoccstpiiisinwisoues se ¥% to 1%..-_.-- 
NN SEE OEE EE EES TE 24 to 3f...... 244 to 3%. 
Rates c on— 
eRe Ue MOOUNONID) 6 oon. nn cose emo dan bocncn cece ae 4% to 6.......- 
cn won sdbvessedbecethhn=<atameccuns | ree O56... cds dothhe 
I a i dO  cabticnneoiit awa {ee 
SS EEE LE SEE OE OE CR i GD TE FE. 6 to 9 
M GIS MESES BIL “alo GET, RE RR, ES ae 7% to 10. 











GERMANY 
CENTRAL BANKING IN GERMANY* 


1. Historica, SEerrine 


The conflict between the forces of federalism and centralism has 
been a major element in shaping the political life and institutions of 
Germany during the past one hundred years, and the history of the 
central bank reflects this continuing struggle. When, in 1876, the 
first full fledged central bank—the Reichsbank—was formed, the cen- 
tralists won a victory; but the federalists were sufficiently powerful 
to maintain the right of certain other banks to continue to issue notes. 
Not until 1935 did the Reichsbank obtain the sole right of note issue. 
The Reichsbank survived the First World War and the inflation in 
1923 ; and in the following year, under the auspices of the Dawes Com- 
mission, it was reorganized, partiy to make it more independent of the 
Government. In 1948, a new central bank, the Bank deutscher Laen- 
der, which incorporated more of the federal features than its predeces- 
sor, was organized as an interim bank, pending the founding of the 
new German State. In August 1957 the Bank deutscher Laender 
was reorganized into the somewhat more centralized Deutsche Bundes- 
bank, but without losing all of its federal features. 


2. OWNERSHIP AND CONTROL OF THE CENTRAL BANKING INSTITUTION 


The Central Bank Council, which determines the monetary and 
credit policies of the Bundesbank, consists of the President, the Vice 
President, the Directorate (responsible for administering and manag- 
ing bank policies), and the Presidents of the Land Central Banks. 
(‘These banks act mainly as branches of the central bank, except for 
certain transactions with local governments and local banks.) The 
President and Vice President and the other members of the Direc- 
torate, who cannot exceed eight in number, are appointed by the Presi- 
dent of the Republic after consultation with the Central Bank Council. 

The capital stock, amounting to DM 290 million, is owned by the 
Federal Government. The net profit of the Bundesbank is divided as 
follows: 20 per cent of the profit or DM 20 million, whichever is 
higher, must he transferred to the legal reserve until the latter amounts 
to 5 per cent of the note circulation. Up to 10 per cent of the re- 
mainder of the profit may be used to constitute other reserves, which, 
however, cannot exceed the amount of the original capital. DM 40 
million (DM 30 million beginning in 1980) are to be transferred an- 
nually to a special fund for the purchase of equalization claims (cer- 
tain debts of the Federal Government) until that fund is wound up. 
Any remaining profits are transferred to the Federal Government. 


*Prepared at the request of the Joint Economic Committee by the Division of Inter- 
national Finance, Board of Governors of the Federal Reserve System, Washington, D. C. 
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8. RELATIONSHIP OF THE CENTRAL BANK TO THE GOVERNMENT 


The Bundesbank is by law an autonomous Federal institution. The 
law states that the bank “in so far as is consistent with its functions, 
shall be bound to support the general economic policy of the Federal 
Government,” but that in the exercise of its legal powers it “shall be 
independent of instructions of the Federal Government.” Members 
of the Federal Government are entitled to take part in the delibera- 
tions of the Central Bank Council, but they have no vote, and the ex- 
tent of their power is to delay decisions for as long as two weeks. The 
Bundesbank is prohibited by law from purchasing obligations of the 
Federal Government and its agencies in excess of prescribed limits. 


4. RELATION OF THE CENTRAL BANK TO THE COMMERCIAL BANKS 


The central bank does not normally deal directly with the general 
ublic, but only with credit institutions and certain public agencies in 
ermany as well as various international institutions. 


5. Power or THE CENTRAL BANK OVER THE INSTRUMENTS OF MONETARY 
Po.icy 


A decision to lower the discount rate—as well as any other deci- 
sion—is taken by simple majority vote of the members of the Central 
Bank Council. Minimum reserve requirements for credit institutions 
may be established at any level by the Bundesbank up to a maximum 
of 30 per cent for sight liabilities, 20 per cent for time liabilities, and 
10 per cent for savings liabilities. Open market operations may 
utilize certain bills of exchange, Federal Treasury bills and bonds, 
and other bonds admitted to the official stock exchange. Normally, 
only Treasury bills and bonds are used. In 1956-57 there were very 
large open-market sales by the central bank to absorb much of the 
bank liquidity arising from heavy inflows of foreign exchange. 


6. CHANNELS oR Sources SuPPLYING Business CAPITAL 


The Bundesbank does not and legally cannot finance the capital 
development of business. Two Government institutions, the Credit- 
Anstalt fuer Wiederaufbau (Reconstruction Finance Corporation) 
and the Industrie KreditBank (a semi-official agency utilizing both 

ublic and private funds) engage in this kind of operation. A rough 
flivision of the source of funds for the financing of small business 
would be one-third internally financed, one-third from the big com- 
mercial banks or the institutions mentioned, and one-third from the 
local county or municipal banks. 





STRUCTURE OF THE GERMAN CREDIT SYSTEM* 


The banking system in western Germany, which was reorganised 
and decentralised after the war, is now undergoing a process of re- 
centralisation. The Bank deutscher Lander has the right to fix and 
make changes in the discount rate but has no authority to prescribe 
bank liquidity ratios other than the minimum reserve requirements. 
It has, however, laid down so-called guiding ae with regard 
to credit-granting by the banks, the observance of which may be 
made a condition for the extension of central-bank credit. The Bank 
deutscher Lander also has authority to undertake open-market opera- 
tions as a means of implementing its policies and since mid-1955 it has 
been technically in a position to operate in the open market on a 
substantial scale. 

The German commercial banks can be divided into four groups: 

(a) The successor banks.—These banks came into being when 
the former “three big banks” (the Deutsche Bank, the Dresdner 
Bank and the Commerzbank) were each split up into nine regional 
institutions; in 1952 these banks were regrouped in such a way 
that there are now legally nine of them in all. The total de- 
posits of these “big banks” exceed those of all the other commer- 
cial banks taken together and their total assets at the end of No- 
vember 1956 amounted to DM 16.7 milliard. , 

(6) The state, regional and local banks.—There are about 
eighty of these banks altogether, with over 1,200 branches; they 
handle about one-third of all commercial banking business and 
their assets total DM 13.2 milliard (November 1956). 

(c) Private banks.—There are more than 200 of these and their 
balance-sheet total exceeds DM 3.2 milliard. 

(d) Specialised commercial banks.—The balance-sheet total of 
these banks accounts for only DM 880 million, i. e. 2.5 per cent., 
of the combined balance-sheet total of all the commercial banks. 

In Germany an important réle is played by the savings banks and 
their central institutions. The volume of funds (mostly savings and 
long-term funds) received by these banks via their branches, of which 
there are over 8,800, is enh larger than the amount received by the 
commercial banks. 

Other credit institutions include a very large number of agricul- 
tural and industrial credit co-operatives with their central organisa- 
tions, and there are also the mortgage banks, building and loan asso- 
ciations, etc. 

A description of four special credit institutions which were all 
either created or reor, sled after the monetary reform completes this 
brief account of the German credit system : 


*Bank for International Settlements, Monetary and Economic Department, “Credit and 
Its Cost” (CB 268), Basle, Switzerland, January 1957. 
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(a) The Landwirtschaftliche Rentenbank.—This bank grants, 
through the intermediary of other credit institutions, short, me- 
dium and long-term credit to farmers and traders in farm prod- 
ucts to supplement the funds which these can obtain from 
various smaller institutions. Its resources are derived from a 
compulsory contribution levied on real estate, from the issue of 
bonds, from allocations out of public budgets and, also, tempo- 
rarily, from the use of counterpart funds. 

( BY The Kreditanstalt fiir Wiederaufbau.—This organisation 
was founded with the specific object of enabling the basic indus- 
tries to rebuild damaged plant, to modernise their existing equip- 
ment and to increase their productive capacity by granting them 
medium and long-term loans (in so far as they are unable to ob- 
tain sufficient funds from other credit institutions or on the capi- 
tal market), the funds lent being paid out through the agency of 
the borrower’s bank. The Kreditanstalt can issue bonds, borrow 
funds directly and utilise specially allocated counterpart funds. 

(c) The Industriekreditbank.—This bank provides industrial 
enterprises with medium and long-term credit. Though it is au- 
thorized to issue bonds, it has up to the present acted mainly as 
a technical agent for the distribution of counterpart funds and 
of funds derived from a special contribution (Investitionshilfe). 

(d) The Lastenausgleichsbank.—This bank grants loans to 
refugees’ enterprises through other credit institutions. Its re- 
sources are derived mainly from public budgets (a special tax 
being levied for this purpose). 


Main items of the balance sheets of German credit institutions at the end of 


1955 (excluding interbank accounts and the central-banking system) 
{In millions of deutschemarks] 




















Com- Other | All credit 
Items mercial Savings credit institu- 
banks banks ! institu- tions 
tions ? 
ee et nds Gias a oe eee ae ae te 8.2 5.5 3.4 17.1 
term funds (time deposits, savings deposits, 
oS funds) Fe Sapa dies ange 2 ome C 11.6 23.1 26. 3 61.0 
SESS SS SERRE SE ay og a oe aa 19.8 28.6 29.7 78. 1 
Lending to the private economy: 
Short-term lending (discounts and advances, in- 
; cluding 7 oe es “Reeggen 16.9 5.6 5.2 27.7 
nvestments (mortg ioans, private securities 
FRE SS as - Shi: sa. - " Disieiede taikecnns 6.9 15.4 15.8 38.1 
Ns Bale tigen on = ns d~cgcuudessene ce, Mus «<tadte 23.8 21.0 21.0 65.8 




















! Including central giro institutions. 


2 Mortgage banks, cooperative banks and credit institutions with special functions. 
3 Loans taken up for more than 6 months and bank bonds issued. 


Although the German commercial banks are not required by law to 
limit their operations to short-term lending, they do, in fact, grant 
mainly short-term loans, as can be seen from the table. The savings 
banks and other credit institutions, on the other hand, lend a very 
large proportion of their resources at long term. 
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The Bank Supervisory Authorities fix the maximum rates of interest 
and commission to be charged in the various Linder. Firms whose 
solvency is particularly good are often charged lower rates of interest— 
as was the case, in particular, from the summer of 1954 until the 
autumn of 1955—but medium-sized business firms still pay the maxi- 
mum rates. All rates are linked to the official discount and lombard 
rates, which on 6th September 1956 were both lowered by 1% per cent., 
to 5 and 6 per cent. respectively. 

The overall charges (maximum) for the most important types of 
short-term business credit are as follows: 














Per cent, 
Trade bills_._- 1-9 
Acceptances 8% 
Advances ck ra 94 
Overdrafts 11-12 


Advances and overdrafts are also subject to a turnover commission, 
which varies according to the Land concerned. 

It has been estimated that medium-term bank loans cost between 
9 and 10 percent. 

Longer-term loans are somewhat cheaper than medium-term loans 
owing to the fact that the collateral security provided is usually better. 
The rates charged for mortgage loans are as follows: 


Mortgage loans: 

















Agriculture : Per cent, 
Normal__. =<ou 8-9 
| _  e oemnnaee  e see 5-6 

Housing : 

Normal ates 7-9 
Special 6%4-7 
Industry: Normal --.. 8%-9 





Among the credits which enjoy privileged treatment, mention 
should be made of rediscountable bills in foreign currencies derivi 
from exports, which cost only between 414 and 51% per cent., o 
medium-term loans extended to German firms for the purpose of 
enabling them to grant increased facilities to their foreign customers, 
which cost 614 to 81% per cent., and by “reconstruction loans”, the 
overall cost of which does not exceed 71% per cent. 

The banks pay the following rates on deposits: 











Per cent. 
Sight deposits an 14%4-1% 
SES ee en eee 4144-5%4 
TN Gite nttinccdmsiinnnacqnimiicioe 3%-51% 








Smaller credit institutions are allowed to charge and pay slightly 
higher rates. 

t is difficult to assess the average yield of long-term bonds in 
Germany. During the first nine months of 1956 about 50 per cent. 
of the total of DM 2.38 milliard of new issues were made at a nominal 
rate of 6 per cent., while the average selling price was generally 98 
per cent. There has been an increase in rates on the capital market, 
and money raised in this market by an industrial concern of good 
standing, which up to the end of 1955 would have cost, say, about 7 to 
8 per cent. altogether, is now likely to cost 9 to 914 per cent. 
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In the money market proper, daily money rates were about 434-5 
per cent. or more at the ol of December 1956, while the Bank 
eutscher Linder’s selling rate ae Treasury bills maturing within 


60 to 90 days was raised to 434 per cent. on 4th December 1956. 


Germany haa Republic): Main rates paid and charged by credit institutions 
(including commission, etc.)* 





























[In percentage] 
Bank Other 
Items deutscher banks 
L&nder 
Rates paid on— 
Sight deposits. ....- sete 
Time and savings deposits. * 3 
on— 

Trade bills (discounting) --...- 5 
Advances. .... Z 6 
te elite tetimemintel ll ~12 
Medium-term loans............. * 9 -10 
Eounabarios Si (normal mortgages) - - 7-9 














8 The official discount rate was lowered from 5 to 4}4 per cent, on Jan, 11, 1957. 














ITALY 
CENTRAL BANKING IN ITALY* 


1. Hisroricau SEerrine 


Among European central banks, the central bank of Italy, the 
Banca d'Italia (Bank of Italy), is a comparative newcomer, havin; 
been founded in 1893 as a result of a financial crisis. It onesie 
as a private stock company through the merger of three large com- 
mercial banks but was not brought into close connection with the gov- 
ernment until the reforms of 1926 and 1936. In 1926 the Bank of 
Italy received the sole right of note issue, and in 1936 it was reformed 
into “the bank of banks,” deprived of the right of oe ee 
directly for private customers, and changed from a limited liability 
company into an institution of “public right.” The central bank now 
is the “head” of the complicated Italian banking system, with 
branches in every province; it supervises the commercial banks, in- 
cluding the issuance of short-term credit, and it acts as the bank of 
the Government of Italy. 


2. OWNERSHIP AND CONTROL OF THE CENTRAL BANKING INSTITUTION 


Since 1936, the capital of the Bank of Italy, amounting to 300 mil- 
lion lira, has been held by savings banks (the majority stockholder), 
public law banks, banks of national interest, provident institutions, 
and insurance companies. The powers of the stockholders, however, 
are quite limited, and do not go beyond approval of the balance sheet 
and election of the auditors. After being approved by the Govern- 
ment (in practice the Ministry of the boxes, the governor, gen- 
eral manager, and vice manager are appointed by the Superior Coun- 
cil, which 1s composed of the governor and the twelve elected directors 
from the Bank’s twelve main branches; a treasury representative sits 
with the council. 

The profits of the central bank go to the Treasury after payment 
of a dividend to the stockholders of 6 per cent and after transfer of 
40 percent into reserves, 


3. RELATIONSHIP OF THE CENTRAL BANK TO THE GOVERNMENT 


Although subject to the treasury supervision—the treasury official 
on the Superior Council can suspend any action pending its approval 
by the Minister of the Treasury—the central bent not a subservient 
institution. The Governor of the Bank, by virtue of his membership 
of the Interministerial Committee for Credit and Savings—the gov- 
ernment body which decides monetary and credit policy—and prob- 


*Prepared at the request of the Joint Economic Committee by the Division of Inter- 
national Finance, Board of Governors of the Federal Reserve System, Washington, D. C. 
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ably in part because of the high caliber of the men who have had the 
governorship, is able to exert great influence on these policies. The 
fat expansion of the Italian economy under conditions of price 
stability and balance of payments equilibrium since 1948 has in large 

art been due to the government’s “defense of the lira” policy, which 
a been strongly promoted by the Governor of the Bank of Italy. 

From time to time, the Bank has been under legal obligation to 
make advances to the Treasury, but late in 1947, when the “defense 
of the lira” policy went into effect, the outstanding amount of ad- 
vances was frozen; and since that time the treasury indebtedness to 
the Bank has been reduced and held at about one-sixth that amount. 
The Bank of Italy has no legal obligation to purchase treasury paper, 
but it is eitiested' by law to make advances to the government up to a 
limit of 15 per cent of budget expenditure. This ceiling is high, and 
it could be abused ; but the Treasury has in practice kept its indebted- 
ness to the Bank far below the legal limit. 

The central bank finances the foreign exchange office (the Governor 
of the Bank of Italy is chairman of the board of directors of the for- 
eign exchange office) by means of advances, and it in effect admin- 
isters the foreign exchange market in accordance with market require- 
ments and monetary policy. 


4. RELATION OF THE CENTRAL BAnxK TO CoMMERCIAL BANKS 


The Bank of Italy has wide discretionary power to intervene di- 
rectly and indirectly in the management and administration of banks. 
It is permitted to deal with financial institutions other than banks of 
deposit. For example, certain specialized agricultural banks, which 
give ordinary and development credit to the agrarian sectors of the 
economy and which normally do not accept deposits, have special re- 
discount facilities at the Bank. These agricultural banks rediscount 
so-called “pool finance bills,” which are the bills arising from the 
financing of certain crops and products supported by the Government. 

Although the Bank is prohibited from discoantie bills directly for 
private customers, it can make advances to them on the collateral of 
government and related securities. Normally the Bank’s rate on ad- 
vances is no greater than the yield on the collateral; customers are 
therefore able to convert their treasury bonds into cash with little or 
no loss. The commercial banks, which can discount bills at the Bank 
of Italy, prefer to take advances from the central bank rather than 
rediscount, because the Bank can discriminate between bills tendered 
for rediscount, while it cannot do this with government securities 
offered as collateral for advances. 


5. Power oF THE CENTRAL BANK OVER THE INSTRUMENTS OF 
Monetary Po.icy 


Neither discount rate changes nor changes in reserve requirements 
has played an important role in monetary policy in Italy. Also, the 
money market as we know it in the United States exists in only an 
embryonic stage; open market operations by the central bank thus do 
not enter significantly into Italian monetary policy. The Bank relies 
primarily upon moral suasion and its right to refuse to rediscount 
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or make advances to the commercial] banks and financial institutions. 
Its controls over large bank loans, capital issues, and medium- and 
long-term credit by the specialized financial institutions are also im- 
portant instruments of monetary policy. 


6. CHANNELS OR Sources Suppiyinc Business Caprrat 


The Bank of Italy does not directly finance business, but it can 
make advances on, or rediscount bills offered by banks and by the 
many official and semiofficial agencies which supply credit to business. 
The institution principally responsible for financing small business is 
the Istituto Centrale per il Credito a Medio Termine (Mediocredito), 
which acts as a bankers’ bank by rediscounting bills discounted by 
the regional medium-term banks, and by guaranteeing loans granted 
by these banks to medium and small enterprises. Export financing 
has become an important part of its business recently. A similar in- 
stitution, the Cassa per il Credito ale Imprese Artigiane, provides 
short- and medium-term credit to artisans. Neither of these institu- 
tions is permitted to receive deposits. 





STRUCTURE OF THE ITALIAN CREDIT SYSTEM* - 


I. Inrropvucrion 


This summary is intended to agg a brief picture of the types of 
lending institutes existing in Italy, the scope of their activities and 
the controls to which they are subject. 


II. SuHort-Term Versus Meprum- anp Lone-TrermM OPERATIONS 


Banking Act of 1936 introduced into the credit system a rigid clas- 
sification of the different types of lending institutions, with each type 
governed by specific provisions. The major feature of this classifica- 
tion was the sharp distinction drawn between institutions holding de- 

its payebis on demand or at short notice, and those deriving their 
ds from medium- and long-term savings. 

In the first group fell the banks proper. Their authority to en- 
gage in medium- and long-term credit operations was very sharpl 
curtailed and, in the case of the three banks of “national interest,” 
such operations were forbidden. Even in the cases where the longer- 
term credit activities were sanctioned, in recognition of their Lis- 
torical and statutory roles in the credit field, there was generally 


an the concept of correlating the nature of the operation. 
wi 


the source of funds. 

In the second group were the financial institutes permitted to exer- 
cise medium- cain h-nin credit to industry and for public works, 
the institutes of real-estate credit and housing credit, and the insti- 
tutes of agrarian credit. 


III. Tyres or CommerciaL Banks 


The banks themselves were further subdivided into groups on the 
basis of their historical function, their ownership and the size of the 
geographical area in which they might operate. 


1. The siv banks of public law 

In a category apart are the four ancient banks, the Banco di Napoli, 
the Banco di Sicilia, the Instituto di S. Paolo di Torino, and the 
Monte dei Paschi di Siena, which are given statutory recognition as 
“banks of public law” because of their functioning historically as 
Laer! wae bodies. These four banks have no share capital, their 
capital assets consisting of funds accumulated through the centuries 
or as the result of donations and contributions. At present they are 
non-profit institutions, with all profits realized either being retained 
by the banks or utilized for works of general welfare and public 
utility. Also declared a bank of public law is the more recently es- 


*Prepared by the Office of the Treasury Attaché, American Embassy, Rome. 


124 














RETIREMENT OF FEDERAL RESERVE BANK STOCK 125 


tablished Banca Nazionale del Lavoro, over 98 percent of whose stock 
is held by the Ministry of the Treasury. Dividends of not more than 
6 percent may be paid out, with remaining profits destined for aug- 
mentation of capital and reserves and para P welfare projects. The 
Banca di Sardegna which was established in 1944, is also considered 
a bank of public law. The activities of these six are subject to great- 
er Government control than are those of other banks in that their 
statutes must be approved by Decree of the Ministry of the Treasury, 
their presidents and directors are nominated by the Minister, and a 
Government official is represented on each of their Councils. 

While these banks function as normal commercial banks, they have 
attached to them autonomous departments dealing in long-term credit 
(see below), which have from time to time acted as agents for the 
Treasury and, conversely, have enjoyed certain benefits and priv- 
ileges. 

n addition to the investment credit activities of the credit depart- 
ments, the four older banks, the Banca Nazionale del Lavoro and the 
Banca di Sardegna may themselves engage in long-term credit opera- 
tions on behalf of public bodies up to a limit of 30 percent of their 
deposits, and up to a quota of their net worth, varying from 5 to 10 
percent, for operations to other persons. 

Like the three banks of “national interest” below, the banks of pub- 
lic law may be authorized to operate throughout the country. 


2. Banks of national interest 


There are three of these banks, the Banca Commerciale Italiana, 
the Credito Italiano and the Banco di Roma, who by fulfilling the 
requirement of having branches in at least 30 of the provinces have 
been designated by Presidential Decree as “banks of national inter- 
est.” As such, all their shares must be registered; and only Italian 
nationals are permitted voting rights. They are subject to more than 
ordinary Government control through Government representation on 
their Councils and the requirement that their statutes must be ap- 
proved by Decree of the Minister of the Treasury. Aside from the 
five above, they are the only commercial banks that may receive per- 
mission to operate on a nation-wide basis. 

While legally constituted as private joint-stock companies, the ma- 
jority of their stock is now held by IRI, a state-controlled corporation 
discussed later. 


3. Ordinary commercial banks 

These are the banks engaging in the normal banking operations 
(including, by law, some medium and long-term operations which are 
however kept in poe to a very low level by the banking super- 
visory agency). Their activities are generally either regional or in- 
terregional, seldom extending beyond three or four regions. Exclud- 
ing the 210 popular banks mentioned below, there are at present 209 
of these banks. 


4. Popular banks 

Originally developed to meet the short-term credit requirements 
of the cooperative members, primarily of modest means, the 210 pop- 
ular banks are now distinguished from the other ordinary commer- 
cial banks mainly by their cooperative form of ownership and the 
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large number of small share-holdings, inasmuch as they have been 
gradually extending their activities to non-members. Although a few 
are large and operate interregionally, the bulk are county small 
and serve the smaller localities. 


5. Savings banks 


Old banks, somewhat akin to the five banks of public law in their 
historical functions, the savings banks originated as non-profit insti- 
tutions for stimulating savings among low-income groups. Now 80 
in number, they are presently engaging at a provincial and, in a few 
cases, at an international level in all forms of banking activity, and 
are functioning as normal commercial banks. The juridical nature 
of the savings banks is public; they have endowment funds instead of 
share capital. In view of this characteristic and of their tradition of 
investment in government securities, the savings banks have been ex- 
cluded from the compulsory reserve which other banks must keep with 
the Bank of Italy. The feature distinguishing them from the other 
commercial banks—a carry-over from the needs that gave rise to their 
establishment during the first half of the nineteenth century—are 
the small size of their individual deposits, collected mostly from the 
agricultural classes, their higher-than-normal investment in Govern- 
ment bonds, their financing of the agricultural market in great meas- 
ure, and in the continued exercise of medium and long-term credit 
financing, which, however, may not exceed 35 percent of the capital 
administered. In practice, loans and discounts that are mortgage-se- 
cured are limited to 15 percent, while the other operations (e. g., loans 
not mortgage-secured, purchase of payment certificates ieeeet by the 
national or local governments, and the purchase of shares in institutes 
or agencies) are kept within 20 percent. Among the savings banks 
there are some which are quite large and one, the Cassa di Risparmio 
delle Provincie Lombarde, is actually one of the biggest banking 
concerns in Italy. 


6. Other types of banks 

Operating within the communes and subject to special laws govern- 
ing their management and ee are the 705 rural and artisan 
banks, an outgrowth of the old rural limited partnership and coop- 
eratives. Limited originally to farmers the membership was extended 
to include artisans in 1937. 

Also considered as commercial banks and subject to the banking reg- 
ulations are certain of the pawnbroker banks, which, while continu- 
ing with money lending in the old sense, also act as credit agents in the 
money market, These banks are subject to, or exempt from, the 
banking laws, depending on the volume of the deposits they accept. 


7. Foreign banks 
Under existing law, foreign banks may not operate branches in 
Italy, unless they are incorporated in Italy. As such, the Italian sub- 
sidiary becomes subject to the same provisions as other Italian com- 
mercial banks. 
IV. THe Centra, Bank 


At the head of the banking system, expressly empowered by law as 
the supervisory organ over the commercial banks and the exercise of 
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short-term credit, is the Bank of Italy, which also serves as the Gov- 
ernment’s banker. 

While established in 1893, through a merger of several banks, as a 
rivately owned joint-stock company, the Bank of Italy had at its 
eginnings some characteristics of a public organ. Sharing with the 

Bank of Naples and the Bank of Sicily the right of note issue, it was 
already subject to certain Government controls. Its public character 
was further developed under the banking laws of 1926 which gave it 
exclusive rights of banknote issue and of managing clearing houses, as 
well as a certain measure of direct supervisory control over other 
banks. By special arrangement, it also became banker for the Gov- 
ernment. When, during the depression of 1929, it became necessary 
for the Bank of Italy to assist some of the large banks and industrial 
firms, it was subjected to further Government controls which crystal- 
lized in 1936 when the Bank was declared an institution of public law. 

Under the new regulations, the right of subscribing to its 300 
million lire of capital was limited to the banks of public law, the 
banks of national interest, the savings banks and insurance institutes. 
The Governor, Director General and Deputy Director General must 
be approved by the Government (in practice, the Ministry of the 
Treasury), with final approval by the Head of State. Further Gov- 
erninent controk are exercised through the participation on the Bank’s 
Superior Council of a Treasury official who has power of suspending 
any action, pending the final confirmation or reversal by the Minister 
of the Treasury. In addition, the books and the accounting of funds 
are under regular review by the Ministry of the Treasury. Annual 
profits must be distributed 20 percent to reserves, another 20 percent 
to extraordinary reserves, 6 ar to the shareholders, with the 
remaining 54 percent going to the Government. 

There is at least one Bank of Italy branch in each province. 

Under the present legal authorizations, the powers of the Central 
Bank in the money and financial market are practically unlimited. 
Among its functions are the exclusive right to issue notes (except 
those in denominations of 10, 50 and 100 lire and under, which are 
issued by the State), and with it the control of currency circulation. 
It is repository of the legal reserves required since 1947 of the com- 
mercial banks. Using its nationwide tributary branches, it serves as 
the Government collection and disbursing agent. It rediscounts paper 
for other banks. It finances the foreign trade of the country, redis- 
counting bills of exchange, and buying and selling gold and foreign 
currencies. It also finances the operations of the Italian Exchange 
Office, the administrative organ regulating all foreign transactions, 
and thus the Bank of Italy actually administers foreign exchange ac- 
cording to the market’s requirements and Italian monetary policy. It 
is a source of financing Treasury operations, subject to only limited 
Parliamentary restrictions. And, as described in greater detail below, 
it has wide discretionary powers to intervene directly as well as in- 
directly in the management and administration of the banks them- 
selves. In addition, while the Bank is forbidden to discount commer- 
cial and industrial paper directly, it may accept time and demand 
deposits from banks and nonprofit organizations and advance short- 
term credit guaranteed by government bonds. 
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The Bank of Italy finances Treasury operations in several ways. 
While outright advances are at present limited by law to 443 billion 
lire, the Bank may and does authorize overdrafts on the Treasury’s 
current account up to a limit now set by law of 15 percent of the Gov- 
ernment’s total estimated operating expenditures for the current fiscal 

ear. The Bank can also buy, without statutory limitation, Treasury 

ills with maturity of four months or less. Another source of financ- 
ing that is presently significant is the rediscounting of payment certifi- 
cates arising from Government operations in the collection and sale of 
food products, mostly wheat. Used in lieu of cash for payment to 
farmers, the certificates are discounted at the banks and other financial 
institutions and later rediscounted by the Bank of Italy. They are 
redeemed upon sale of the product. While the Bank is further em- 

owered to discount and rediscount Treasury bills and to invest in 
Soreridatnt and Government-guaranteed securities, the volume of 
such transactions is rather small. 


V. ConTROLS IN THE BANKING SysTEM 


1. General legislative controls 


Prior to 1926, supervision of the credit field had been confined to 
those quasi-public institutions which had been established under spe- 
cial charters in answer to specific social and economic needs, such as 
the savings banks and the rural and agrarian banks already mentioned, 
and the institutes dealing in real-estate, housing and agrarian credit, 
to be discussed later. With the activities of the other credit institutes 
unregulated, there had been in the early 20’s an enormous expansion 
in the number of banks and in bank activity. The banks, filling the 
gap left by the absence of financial institutes equipped to supply the 
needs of the long-term capital market, were moreover investing heav- 
ily, and, frequently, speculatively, in long-term industrial loans. 

Enacted in an attempt to curb and control some of these activities, 
the legislation of September and November 1926 constituted the first 
step toward systematizing and regulating the ordinary banking activ- 
ity. The new controls proved inadequate, however, in stemming the 
overexpansion of the banking activities. After the 1929 crisis and 
the remedial actions taken to salvage the banks in the early 1930's, 
there were instituted with the legislation of March 1936 overall com- 
prehensive controls under the tenet that “the collection of savings and 
all credit transactions are matters in the public domain.” Although 
some modifications and amplifications have been introduced since, the 

resent system of controls is essentially that inaugurated or confirmed 
in the 1936 legislation. 

For the most part, the prevailing legislative controls take the form 
of delegating wide discretionary powers to supervisory bodies, rather 
than the specification of detailed regulations. Thus, the Interminis- 
terial Committee for Credit and Savings (composed of the Minister 
of the Treasury, chairman, and the Ministers of Public Works, Indus- 
try and Commerce, Agriculture and Forestry, Foreign Trade, and 
State Holdings, with the Governor of the Bank of Italy participating 
at the meetings) has been delegated the authority of determining gen- 
eral credit policy. To the Bank of Italy is entrusted the implementa- 


tion of the Committee’s policies relating to commercial banks; and to 
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the Ministry of the Treasury, those relating to the financial institu- 
tions. In addition, the existing legislation stipulates certain specific 
requirements that must be met by the commercial banks, as well as the 
nature of the controls that their supervisory organs may exercise. On 
the other hand, the legislative references to the financial institutes are 
more general, tending merely to confirm the general supervisory pow- 
ers of the Treasury that had already been bestowed upon it in the 
individual laws establishing the institutions. 


2. Regulation and control of the commercial banks 


In compliance with statutory regulations or through the wide pow- 
ers given the Interministerial Committee and the Bank of Italy, the 
controls over the activities of the commercial banks cover practically 
all phases of their activity including the authority to intervene in the 
administration and management of individual banks. 

All banks must be registered with, and submit periodic financial 
statements and minutes of meetings to, the Bank of Italy which may 
also make site inspections. New Sone and branches may be opened 
only upon the authorization of the Bank of Italy which also deter- 
mines the minimum capital requirements for the opening of a new 
bank. Mergers must be cleared with the Bank of Italy. 

As already indicated in the section describing the various categories 
of banks, clear restrictions on the scope of operations have been 
prescribed. Some of these apply to all banks and some only to specific 
categories of banks. The restrictions include the following: the defi- 
nition of territorial jurisdiction; the types of credit operations that 
can be effected; the preferential position given the banks of public 
law, the savings banks and the first-class pawnbroker banks in regard 
to the granting of loans to public bodies; the restrictions on invest- 
ments in stocks and real estate; and the forbidding of holdings of 
shares in other banks and of interbank deposits, except for reciprocal 
service accounts. The size of unsecured loans to individual borrowers 
is in general limited to one-fifth of the bank’s capital and reserves, 
except upon special authorization of the Bank of Italy. 

The observance of the cartel arrangements on interest rates and 
banking charges, instituted by some of the larger banks to protect 
themselves from the intense competition prevailing after World War 
I and adopted later by the Banking Association, has also been made 
compulsory for all banks by the formal sanction of the Interminis- 
terial Committee. Since ot 1954 the banking cartel, which 
had in recent years not been observed, was replaced by an interbank 
agreement which must be renewed annually. 

Of more recent origin is the requirement of reserve deposits, im- 
posed by Decree of the Interministerial Committee in 1947. Promul- 
gated to combat the postwar inflation, the Decree required every com- 
mercial bank to set aside as legal reserves an amount equal to one- 
fifth of the amount of its deposits that was in excess of 10 times its 
capital and reserves or an amount equal to 15 percent of its total 
deposits, whichever was smaller. To this amount was to be added 
two-fifths of any increment in deposits after October 1, 1947, until 
the reserves reached 25 percent of total current deposits. These re- 
serves are to be either in the form of Government or Government- 
guaranteed securities deposited with the Bank of Italy, or in blocked 
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interest-bearing accounts with the Bank of Italy or the Treasury. 
By far the major part of these deposits are kept with the Bank of Italy, 
which may invest them in ordinary Treasury bills according to mone- 
tary circulation needs. In this way the Bank of Italy is able to exercise 
considerable control over the money supply and at the same time 
furnish financial support to the Treasury. At the end of December 
1956, obligatory deposits with the Bank of Italy invested in ordinary 
bills amounted to 345 billion lire. 

Finally, there are the extensive powers given the Bank of Italy 
in supervising and intervening in the management and operation of 
the individual banks. Thus, it may order the replacement of a bank’s 
executive body by an extraordinary commission in cases of serious ir- 
regularities or heavy or continued losses; and, if warranted, may 
even revoke the bank’s charter. It may call meetings of stockholders 
or executive boards if deemed in the bank’s interest. Moreover, it 
may regulate such policies as the percentage of profits to be put in 
reserves and the ratio of investments in real estate or stock to net 
worth; and may even intervene in the operations to the extent of 
ordering such measures as the liquidating of investments or the in- 
stituting of proceedings against debtors. 


VI. Institutes ENGAGING IN INTERMEDIATE AND LONG-TERM CREDIT 
to INDUSTRY AND Pupsiic Works 


The banking law of 1936, in curtailing the longer-term operations 
of the commercial banks, not only accomplished the separation of 
long-term from short-term operations but also divctinale excluded 
— enterprises from the field of industrial investment credit. 

ith the exception of some institutions of a private character, the 
existing institutes authorized to exercise industrial investment credit 
have all been sponsored by the Government to meet specific situations 
requiring special assistance. They are either institutes of public law, 
established by legislative act, with their capital contributed for the 
most part by the State and the Cassa Depositi e Prestiti, an institute 
somewhat comparable to the United States Postal Savings system ; 
or alternatively, Ser are autonomous sections attached to the banks 
of public law with their operating funds contributed by the State or 
the Cassa. 

Most of the institutes engage in long-term improvement credit as 
well as the financing of the medium-term capital needs of industry. 
These longer-term operations differ however from the improvement 
credit operations discussed in section VII, in that they are carried 
out for the most part under the same general norms as the longer 
intermediate operations, while the rules under which the “real- 
estate” improvement credit is granted are very apeereveny prescribed 
by law. The institutes financing public works and public utilities 


are included in this section together with the industrial credit in- 
stitutes, since their operations resemble more closely the industrial 
credit operations. 
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A. THE INDUSTRIAL CREDIT INSTITUTES 


1. Consorzio per sovvenzioni su Valori Industriali 


Oldest of the institutes specializing in industrial investment 
credit is the Consorzio per sovvenzioni su Valori Industriali, rough] 
translatable as Syndicate for Credit Operations on Industrial Securi- 
ties. Founded in 1914 as a provisional organization primarily to aid 
the private stock market, the Consorzio was authorized over the years 
to expand its activities to include diverse credit operations, unsecured 
as well as secured by stocks and bonds and commodity collateral, with 
maximum maturity of five years. It has never exercised the faculty 
given it of issuing bonds and has for the most part financed its opera- 
tions by rediscounting with the Bank of Italy. Although active in 
financing of the Government’s military expenditures during the last 
war, its activities are at present almost eneieny confined to the liqui- 
dation of old operations. Its stock is owned by the Casa Depositi e 
Prestiti and a large group of banks and insurance institutes. 


2. Istituto Mobiliare Italiano 

The Istituto Mobiliare Italiano, or IMI as it is generally called, 
was established in 1931 to help refinance industry and relieve the banks 
of their moribund investments. These special assistance functions 
were taken over by the Istituto per la Ricostrusione Industriale (an- 
other Instituto of public law, which has extended widespread aid to 
both banks and industrial corporations in financial distress, through 
the purchase of their corporate stock) in 1933. Since then, IMI has 
become more and more of an institute of industrial credit. Author- 
ized originally to grant loans with maturity up to 10 years on the 
basis of security collateral, it has seldom exercised this faculty. In- 
stead, it has generally required real and personal guarantees. When 
its powers were later extended to cover loans with maturity up to 20 
years, it extended its operations to cover not only the financing of 
machinery and equipment purchases but also the granting of improve- 
ment credit for plant-construction and enlargement. These regular 
activites of IMI are financed through the issuance of bonds guaranteed 
by the State. 

Since the war, the Government has also charged IMI with the 
administration of several special credit programs, financed from State 
funds, such as the financing under especially favorable terms of post- 
war industrial reconversion and reconstruction and the financing of 
purchases of machinery and equipment under the MSA/FOA/ICA 
counterpart program. IMI has also financed operations under loans 
made to Italy by the United States Export Import Bank. 

The capital stock is held predominantly by the Cassa Depositi e 
Prestiti, with the remainder distributed among a large number of 
banks and insurance companies. 


3. The autonomous industrial credit sections 

In 1944 and 1946 respectively, there were established as part of the 
Government’s postwar reconstruction program the autonomous indus- 
trial credit sections of the two Southern banks of public law, the Bank 


of Sicily and the Bank of Naples. Using either the proceeds of bonds 
issued by the banks proper, which are both Government-guaranteed 
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and interest-subsidized, or funds contributed directly by the State, the 
sections have engaged in the extension of loans to Southern industry at 
very favorable terms, with emphasis at first on war-damaged or war- 
destroyed firms, for financing machinery purchase and plant construc- 
tion and expansion. More recently, there has been established a com- 
parable section attached to the Bank of Sardinia. : 

Serving more specialized areas are the autonomous sections for min- 
ing credit at the Bank of Sicily and for cinematographic credit at 
the Banca Nazionale del Lavoro, which also has a section of industria] 
credit to smal] and medium business. 


4. New medium-term credit organizations 

In July 1952 the Government established a new _ institute, 
Istituto Centrale per il Credito a Medio Termine a favore delle Medie 
e Piccole Industrie (Mediocredito) to give an additional] impulse 
towards extending credit in favor of small and medium-sized indus- 
tries. The juridical nature of Mediocredito is that of a public institute 
endowed with Government funds. The Mediocredito rediscounts bills 
or takes over credits or bonds relating to operations connected with the 
financing of medium and small industries by the special regional insti- 
tutions and by other industrial lending institutes mentioned elsewhere. 
In addition, the Mediocredito may also finance medium-term opera- 
tions connected with exports. 

In Southern and Insular Italy, there have recently been created three 
special medium-term lending institutes: Istituto per lo Sviluppo Eco- 
nomico del’Italia Meridionale (ISVEIMER), Institute Regionale per 
il Finanziamento alle Industrie in Sicilia (IRFIS) and Credito Indus- 
triale Sardo (CIS). Participating in the capital of these public law 
lending institutes are the large and small banks of each region, the 
Government through the Cassa per il Mezzogiorno (Fund for the 
South) and, in the case of Sicily and Sardinia, the two regional Gov- 
ernments. These institutes also administer State funds and interna- 
tional loans channeled through the Cassa per il Mezzogiorno. 

The Cassa per il Credito alle Imprese Artigiane (Fund for the 
Granting of Credit to Handicraft Enterprises) converted by a bill 
issued in 1952, has the specific object of financing the institutions em- 
powered to grant medium-term credit to handicraft enterprises 
(namely to all the credit institutions with the exception of the three 
banks of national interest and the ordinary credit banks). The opera- 
tions are performed by rediscounting bills or granting credit on 
security. 

5. Other industrial credit institutes 

In addition to the quasi-public institutes authorized to grant medium 
and long-term industrial credit, there exist the Ente Finanziamenti 
Industriali (EFI) established in 1949 with capital contributed by 
some of the larger industrial firms and banks, which to date has con- 


fined its activities to the marketing of industrial obligations, and the 
Banca Centrale di Credito Mobiliare (Centrobanca), owned by the 
popular banks, whose activities have also been somewhat limited. 
Finally, there is the Banca di Credito Finanziario, more generally 
known as the Mediobanca, established in 1946 with funds contributed 
by the three banks of national interest which is authorized to transact 
intermediate credit operations, varying from one to five years. 








RETIREMENT OF FEDERAL RESERVE BANK STOCK 133 


B. THE CASA DEPOSITI E PRESTITI 


Although differing from the other credit institutes, in that it is 
a part of the Government administration, the Cassa Depositi e Prestiti 
is an integral part of Italy’s credit structure. Now an autonomous 
department within the Ministry of the Treasury, the Cassa owes its 
origin to the need for the existence within the Government framework 
of an organization equipped to receive voluntary deposits as well as 
those required for certain specified purposes. Most of its funds are 
derived from the deposits collected through the Postal Savings Banks, 
and from the services of current accounts and the issuance of postal 
money orders. 

Of its availabilities, a sizeable portion is committed by law to the 
purchase of State or State-guaranteed bonds. Further financing to 
the Government is carried out both by means of the interest-bearing 
current account it holds with the Treasury, in which is d ited the 
major portion of its receipts from the sale of Postal Savings bond 
and by means of loans to State administrations for the execution o 
specific public works—generally in cases where the recipient organiza- 
tions are unable to supply the necessary collateral. 

While the Cassa may grant loans directly to private firms, the bulk 
of its loan operations are either to the State administrations, as de- 
scribed above, or to provincial and communal governments, welfare 
organizations, agencies carrying out land improvement or other public 
works, etc. These loans are generally of long maturity, amortizable 
over 35 years or even 50 years, with part of the interest and even 
amortization payments subsidized in some cases by the Government. 

The Cassa has also contributed heavily to the formation of Govern- 
ment sponsored credit institutes. In addition to its holdings in the 
Consorzio per Sovvenzioni su Valori Industriali and IMT, it has lar 
holdings in the Consorzio di Credito per le Opere Pubbliche and the 
Instituto di Credito per le Imprese di Pubblica Utilita. 


C. INSTITUTES OF PUBLIC WORKS AND PUBLIC UTILITIES CREDIT 


The two institutes specializing in these forms of credit are the two 
organizations mentioned above, the Consorzio di Credito per le Opere 
Pubbliche, which finances construction of public works, the State- 
owned public utilities such as the railroads, and land reclamation and 
improvement, and the /stituto di Credito per le Imprese di Pubblica 
Utilita, which finances the privately-owned public utilities. The 
Consorzio may grant loans for up to 50 years. ans by the Instituto 
to electric and Hydro Slectric companies, which constitute almost all 
of its loan operations, are generally granted for 30 years; those to the 
telephone industry, for 20 years. The financing system employed by 
these institutes is somewhat similar to that required of the “real-estate” 
credit institutes under the “credito fondiario” regulations. Granti 
of loans is counterbalanced by the issue of bonds, backed by the col- 
lateral and retirable as the loans are liquidated. In contrast to the 
“real-estate” credit operations, however, there is a diversity of guaran- 
tees that are acceptable as collateral. 


58282 O—pt. 1—60——-10 
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VII. Tue Institutes ror Reat-Estate, Houstne anp Tourism Crepir 


1. General 

“Credito Fondiario,” roughly translatable as “real-estate” credit 
is a specific type of long-term credit-that has been narrowly defined 
by law under the integrative text of 1905 and its subsequent modifica- 
tions. The principles and rules set forth, which do not limit opera- 
tions to any specific industrial sector or purpose, were first obligatory 
only for the institutes dealing in “real-estate” credit in the strict sense. 
Later, as the needs of individual sectors gave rise to the establishment 
of specialized institutes for agrarian improvement credit, housing 
credit, etc., many of the hicincintes and regulations of real-estate credit 
were carried over into these fields of the special credit. 


2. Real-estate credit 

The essential characteristics that distinguish “credito fondiario” or 
“real-estate credit” from the other types of long-term credit are the 
technical aspects of the financing operation, and the concern with the 
nature of the security offered rather than with the destination of the 
loan funds. 

Regardless of the purpose of the loan, e. g., whether it is for the 
improvement of undeveloped property or the purchase of plant equip- 
ment, the evaluation of the property put up for collateral is determined 
by the value of the physical properties without reference to the ~. 
ductive capacities of the borrower. For assessing the value of fixed 
property destined for industrial use, for example, it is necessary to 
subtract the expenses that would be incurred in reconverting it to 
common use. 

Loans may be granted only against a first mortgage on real property 
in an amount that may not exceed one-half of its value, as determined 
above. In certain special cases, this percentage may be increased to 
three-quarters. These loans have a maturity ranging from 10 to 50 
years, though in practice they rarely exceed 30 years. : 

Another integral feature of the “real-estate” credit operation is that, 
concomitant with the disbursement of a loan, the institute issues 
mortgage certificates with nominal value equal to the amount owed by 
the borrower, and carrying the same interest rate as the loan. As the 
loans are repaid, the certificates are redeemed. In actual practice, the 
borrower frequently receives the loan in the form of mortgage cer- 
tificates—rather than cash—which he sells at the prevailing market 
rate. A third characteristic of “real-estate” loans is that the loans 
are reimbursable in semi-annual equal portion inclusive of interest 
and accessory costs. 

There are 12 institutes, under the direct control of the Ministry of 
the Treasury, administering “real-estate” credit. Of these, 2 are stock 
companies, 5 are autonomous sections or separate administrations of 
the five banks of public law, and the remaining 5 are affiliates or 
separate administrations of savings banks. In addition to their “real- 
estate” credit operations, they may also engage in certain collateral 
operations such as the making of loans secured by mortgage certificates 
and the investment in mortgage certificates ay’ f in public bonds. 


3. Low-cost housing credit institutes 
In addition to the normal channels for obtaining housing credit 
through ordinary mortgage or “real-estate” loans, there is available a 








RETIREMENT OF FEDERAL RESERVE BANK STOCK 135 


special form of credit for the construction or purchase of popular, 
low-cost housing. Only partially subject to the “real-estate” credit 
regulations, the credit operations are supported by State contributions 
and other assistance. ans may be granted up to 75 percent of the 
value of the land and the contemplated construction, and must be 
secured by a first mortgage. Payments are made in instalments 
according to the progress of the works. 

Low-cost housing credit may be extended by banks, real-estate credit 
institutes, housing credit institutes, the public Institute for Social 
Security, welfare societies, if these are not otherwise prohibited from 
such operations by law or their statutes. Important in this field is 
the Instituto Nazionale di Credito Edilizio, a private joint-stock com- 
pany established in 1925. 

Since 1948, there has become available credit under exceptionally 
favorable terms for the reconstruction of sears wm te or destroyed 
homes, which is administered by certain selected lending institutes. 


4. Hotel credit 


The hotel and tourism industry was first given extraordinary finan- 
cial assistance in the decade of the thirties. In 1937, there was estab- 
lished the Autonomous Section of Hotel Credit at the Banca Nazionale 
del Lavoro, for the granting of mortgage loans for the construction 
and improvement of buildings for hotel and tourist use. The loans 
are administered for the most part under the “real-estate” credit regu- 
lations, requiring the “real-estate” credit valuation of collateral and 
the issuance of bonds similar to the real-estate mortgage certificates. 
Since 1948, State funds have been made available to the industry, 
administered by the Autonomous Section and the institutes of real- 


estate credit. 
VIII. Farm Crepit 


To meet the special needs of the agricultural sector, the basic legis- 
lation of 1927 included special provisions for what may be termed 
“operational” as well as “investment” farm credit. In addition to 
assistance granted to the lending institutes by means of certain 
tax-exemption privileges and State contributions to both capital and 
operating funds agrarian credit has been extended at specially favor- 
able rates of interest and on longer than average amortization terms. 
Such credits have been based on real-property guarantees in the form 
of prior liens and mortgages and the end-use control of the financings. 

n addition to the normal banking controls exercised over the insti- 
tutes of agrarian credit as institutes of public law, the Ministry of 
Agriculture and Forestry also determines annually on the basis of 
the pending applications and the available resources, the amount of 
long-term loans that may be granted by the individual lending 
institutes. 


1. Working capital credit 


Included in operational credit and loans for financing the pur- 
chase of livestock, and of machinery and equipment, with maturity 
of up to five years; as well as those for financing the production and 
collateral processing of crops, amortizeable within the crop cycle. 
Both types of loans are effected by the discount of agricultural paper 
backed by prior liens on the crop, livestock or machinery, at a rate 
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customarily one-half percent above the rediscount rate of the Bank 
of Italy. Loans may also be made available against warehouse receipts, 
with the maturity depending upon the perishability of the crops. 

In addition to these forms of credit available to farmers as well as 
agricultural associations and consortia, the latter may also discount 
agricultural paper, unsecured by lien, for advancing credit to indi- 
vidual farmers for the processing and collective sale of farm products. 


2. Agrarian improvement credit 

Available up to 30 years, depending on their purpose, are loans for 
major improvement works such as construction and repair of farm 
buildings. land reclamation and re-forestation, irrigation and soil con- 
servation, construction of farm roads, and farm electrification. Loans 
may be granted up to 60 percent—in exceptional cases, up to 75 per- 
cent—of the value of the oa and improvement. They are disbursed 
in installments according to the progress of the work, and are repaid, 
as in the case of real-estate credit, in equal payments inclusive of 
interest and accessory costs. While the investment credit loans are 
generally secured by mortgages and equivalent guarantees, those with 
maturity of not more than 5 years may be granted through discount- 
ing agricultural paper. 

3. The institutions extending agrarian credit 

There are at present 14 major institutes specializing in the extension 
of agrarian credit. Three of them, the National Consortium for Agra- 
rian Improvement Credit, the Banca Nazionale del Lavoro and the 
Banca Nazionale dell’Agricoltura operate on a nationwide scale. The 
remaining 11 operate within regional or interregional jurisdictions. 
Generally acting only as intermediaries between the special institutes 
and the borrowers are also a large group of small communal agrarian 
institutes, outgrowth of the ancient agrarian banks, that are still prev- 
alent in Southern Italy. In addition, in accordance with the objective 
of expanding agrarian credit, agricultural credit operations may also 
be carried on by most kinds of commercial banks as well as by the 
agrarian consortia and the National Veterans Association. 

The 11 regional and interregional institutes are all either affiliates 
or autonomous sections of commercial banks. Although all but one 
(which is required to follow the standards of real-estate credit) may 
extend both operational and improvement credit, their financings are 
predominantly for working capital. In addition to the operations in 
their own right and those as local agents for the National Consortium 
for Improvement Credit, the institutes also serve as supervisory and 
coordinating bodies with respect to the agricultural loans made by 
the commercial banks and other lending institutes. While the provi- 
sions are not uniform for all eleven institutes, they generally finance 
their operations through funds supplied by the Government, through 
rediscount operations with the National Consortium and the Bank 
of Italy, and through credit extended by their affiliate or other banks. 

The National Consortium is the predominant institution in the field 


of agrarian improvement credit, using for the most part the regional 
and interregional institutes as local agents. Its capital has been con- 
tributed by the State, some of the regional institutes, banks (predomi- 
nantly the savings banks), and insurance institutes. It has been 
authorized to issue 15-year interest-bearing bonds up to twice its 
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capital. It may further issue obligations up to 8 times its capital, 
provided—as in the case of the real-estate mortgage certificates—they 
are offset by loans guaranteed by mortgage or equivalent collateral. 

The Banca Nazionale del Lavoro and the Banca Nazionale dell’Agri- 
coltura, the other two banks of national importance, both confine most 
of their agricultural financings to working capital credit. 


IX. Tue Irauian Bankers ASssociaTION 


The present Italian Bankers Association (ABI), founded in 1945, 
is the successor of an earlier organization of Italian banks which was 
founded in 1919. It is a voluntary organization which included all 
the largest Italian commercial banks as well as a large percentage of 
savings banks and smaller commercial banks, plus all the special land 
credit and farming credit institutions in the country. 


1. Organization 


Ordinary administrative functions are performed by an “Executive 
Committee” of 14 members, and there is a larger 50-man “Council,” 
including representatives of all the major banks, which deals with 
matters of special importance. A Chairman and two Deputy Chair- 
men are appointed for one-year terms, the present Chairman has held 
office for five consecutive terms. 

The ABI’s permanent staff consists of three departments : 

(a) The Technical Banking Department which works on bank- 
ing regulations, inter-bank agreements, stock exchange matters, 
and other technical economic problems; 

(6) The Legal and Fiscal Department ; 

(c) The Research Department. 

The ABI has also organized eight advisory Technical Commissions, 
which consist of technical representatives from member banks and 
associations. These deal with various economic and financial prob- 
lems such as rationalization of bank services, exchange control, legal 
matters, etc., and meet when called upon for advice. 


2. Functions 


The chief functions of ABI are as follows: 

(a) It represents the banking sector on a national plane in its rela- 
tion with the Banca d'Italia, the Italian Government, and other 
interest groups. 

; (5) It serves as a medium for exchange of views among banking 
rms. 

(c) It tries to promote “rationalization of banking services” 
through its facilities for intercourse among banks. 

(d) It supplies an advisory service to member banks on technical 
and fiscal questions. 

(e) It collects and distributes information on banking and financial 
matters. In particular it publishes a “Yearbook” containing basic 
statistics and general information on Italian banks. The ABI also 
pate a monthly review entitled “Bancaria,” dealing with general 

nancial and economic problems. Its circulation is stated to be the 
largest of any Italian economic review in its field. 

(f) It has promoted, since 1954, an interbank agreement on interest 
charges on loans and deposits and it seeks to foster observance of these 
charges on the part of the entire banking system. 








THE NETHERLANDS 
CENTRAL BANKING IN THE NETHERLANDS* 


1. Histrortcat SETTING 


The Netherlands Bank was chartered as a joint-stock company in 
1814 by decree of King William I, and its charter was continually 
renewed until the Bank was nationalized in 1948. Its original charter 
gave the Netherlands Bank a monopoly of note issue for 25 years, and 
the government subscribed to one snillion florins of its capital stock. 
The government disposed of its stock in 1847, and in 1863 the monop- 
oly of note issue was formally withdrawn, but with each successive 
renewal of its charter, the Bank took on additional responsibilities as 
agent for the government. (The Netherlands Bank retained a de 
facto monopoly of note issue because the right was not given to any 
other institution.) Legislation of 1888 obligated the Bank to make 
limited advances to the government on current account, and also to 
turn over a share of its profits to the government. 

From the beginning, the Netherlands Bank was authorized to con- 
duct most ordinary banking operations both with private customers 
and other banks, but it was first permitted to buy and sell foreign bills 
in 1888, and domestic bankers’ aceptances and Treasury paper in 1937. 


2. OWNERSHIP AND ConTROL OF THE CENTRAL BANKING INSTITUTION 


The capital stock of the Netherlands Bank has been entirely owned 
by the state since nationalization of the Bank by the Act of April 23, 
1948. The shareholders received government securities in exchange 
for their shares. All of the profits of the Bank are transferred to the 
government. 

The Governing Board of the Netherlands Bank, which consists of 
the President, the Secretary, and from three to five Executive Direc- 
tors, is appointed by the crown for a term of seven years and on the 
basis of nominations by a joint meeting of the Governing Board and 
the Board of Commissaries. The Board of Commissaries is appointed 
by the Minister of Finance, and consists of twelve numbers, each of 
whom serves a four-year term. The Board of Commissaries “super- 
vises the administration of the Bank and approves and adopts the 
yearly profit and loss account.” 


3. RELATIONSHIP OF THE CENTRAL BANK TO THE GOVERNMENT 


The Finance Minister is empowered to issue directives to the Neth- 
erlands Bank, but the latter has the right to appeal to the crown in 
case of disagreement. Such an appeal would lead to a further careful 


*Prepared at the + peg of the Joint Economic Committee by the Division of Inter- 
national Finance, Board of Governors of the Federal Reserve System, Washington, D. C. 
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consideration of the issue by the government as a whole. Tradition- 
ally, the Netherlands Bank does not support the government long- 
term bond market, although it is legally empowered to do so. 


4. RELATION OF THE CENTRAL BANK TO THE COMMERCIAL BANKS 


The Act on the Supervision of the Credit System, passed in Janu- 
ary 1952, empowered the Netherlands Bank to issue “general in- 
structions” to credit institutions concerning the maintenance of 
minimum reserves, maximum extension of credits, maximum size of 
individual credits, and prohibition or limitation of specific kinds of 
credits and investment, with the general exception that under no 
circumstances could a credit institution be compelled to hold Treasury 
paper. The Act also empowered the Bank to require credit institu- 
tions to submit periodic statements and such other information as 
the Bank should deem necessary. Before issuing an insfruction the 
Bank must consult with the representative organizations of the credit 
institutions, and if their agreement is not obtained, the instruction 
in question becomes void unless it is approved by the legislature within 
three months of promulgation. 

Since 1951, the discount rates of the Netherlands Bank have been 
higher for private customers than for banks, and this differentiation 
has tended to reduce the importance of the Bank’s private business. 


5. Power oF THE CENTRAL BANK OVER THE INSTRUMENTS OF 
Monetary Po.uicy 


Subject to the veto power of the Finance Minister and the machinery 
for appeal mentioned above, the Governing Board of the Bank has 
full power to set its discount rates and conduct open market opera- 
tions. The Bank is empowered to buy and sell bills of exchange, 
and debenture bonds of the Netherlands government, or bonds guar- 
anteed by it, provided such bonds are quoted on the Amsterdam Stock 
Exchange. S practice the maturities of securities traded in open- 
market operations have been from one to five years. Since open- 
market operations were begun in 1952, they have played a significant 
role in the monetary policy of the Netherlands Bank. For the most 
part, they have been used to offset changes in commercial bank liquidity 
arising from seasonal fluctuations and changes in the foreign balance, 
but in the first few months of 1956 open-market sales were undertaken 
with the object of exerting pressure on the money market. 

The Netherlands Bank is empowered under the terms of the “gen- 
tlemen’s agreement” of March 1954 to raise the cash reserve require- 
ments of the commercial banks to 15 percent of total deposits; the 
ratio has been as low as 4 percent and as high as 10 percent. The 
Bank has the power, on a “stand-by” basis, to require minimum 
liquidity ratios of cash, call loans, and short-term securities to total 
deposits. 
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6. CHannets or Sources Suprptyine Busrness CapiraL 


In the postwar period two semi-public institutions have been estab- 
lished to provide long-term financing to business: the Reconstruction 
Bank (Maatschappij tot Financiering van het Herstel) and the Nether- 
lands Participating Company. In general the Reconstruction Bank 
may not supply risk capital, but it may make loans involving more 
than normal risk if the loan carries a government guarantee. The 
Netherlands Bank hold fl. 3 million of preferred shares in the Re- 
construction Bank, but its interest is small compared with that of 
the government proper, which hold fl. 168 million in stock out of 
a total capital of fi. 300 million. As its name implies, the Netherlands 
Participation Company invests in shares listed on the stock exchange 
or directly in participations. Over half of the stock of the Partici- 
pation Company is owned by life insurance companies, pension funds 
and savings banks; nearly thirty percent of the stock is owned by 
the Reconstruction Bank. 

The Netherlands Middle-class Bank (Nederlandsche Middenstands- 
bank), in addition to its principal business of granting commercial 
credit to small- and medium- ine business, also makes loans for 


periods up to 10 years when these loans are guaranteed by the gov- 
ernment. The Middle-class Bank is also a semi-governmental insti- 
tution. 











STRUCTURE OF THE NETHERLANDS CREDIT SYSTEM* 


Practically all the commercial banks in the Netherlands belong to 
the Netherlands Bankers’ Association, whose object is to further all 
‘banking interests and, specifically, to try to achieve uniformity in the 
charges imposed by its members. The commercial banks in the 
Netherlands are essentially concerned with short-term lending and 
do not receive savings deposits. At the end of 1955, out of their 
combined balance-sheet totals of some F1. 8.3 milliard, sight and time _ 
deposits accounted for FI. 4.2 and FI. 1.7 milliard respectively, i. e 
for Fl. 5.9 milliard in all. The “big five” account for some 1 per 
cent. of the total of the deposits and 65 per cent. of the loans and 
advances of all the commercial banks. About three-fifths of the total 
outstanding credit of the commercial banks is in respect of the public 
sector, the remaining two-fifths being loans and advances to the private 
economy. The bill of exchange has lost practically all its earlier im- 
portance in the Netherlands, owing to its fixed amount and term, 
notwithstanding the fairly low cost of borrowing in this way. 

Three important groups of credit institutions collect savings: (i) 
post office savings banks; (ii) general savings banks; and (iii) agri- 
cultural credit banks. At the end of 1955 the savings appearing in 
the combined balance sheets of these three groups of institutions 
amounted to Fl. 1.7, 1.8 and 2.3 milliard respectively, making alto- 
gether Fl. 5.8 milliard, i. e. about the same amount as the total of 
— and time deposits held by the commercial banks. 

e general savings banks invest their funds to a large extent in 
readily marketable government securities and in loans extended to or 
guaranteed by public bodies. About 15 per cent. of their lending con- 
sists of mo loans. The agricultural credit banks use about 40 

r cent. of the funds entrusted to them to make loans to farmers and 
armers’ organizations, either to provide them with working capital 
or—at medium and long term—for capital purposes, the remaining 
resources being invested in public-sector securities. 

There are in the Netherlands over thirty mortgage banks, which 
obtain funds by the issue of mortgage bonds aa private loans 
(the amounts outstanding at the end of 1955 were FI. 523 and 303 
million respectivel and grant long-term mortgage loans, mostly on 
urban real estate (Fl. 906 million at the end of 1955). 

Less important are the popular credit banks, the building societies, 
etc., notwithstanding the useful function which they perform for 
smaller borrowers. Worthy of mention also are a few semi-public 
institutions : 

(i) The Middenstandsbank, which grants credits for limited 
amounts to retailers, artisans, etc., at short and medium term. 


*Bank for International Settlements, Monetary and Economic Department, “Credit and 
Its Cost,” (CB 268), Basle Switserland, January 1957. 
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(ii) The Herstelbank, a non-profit-making institution which 
lends to enterprises which do not have access to the capital mar- 
ket and wish to improve or add to their equipment. It also pro- 
vides finance (through a specialized subsidiary) to the export 
trade. 

Under the Bank Act of 1948 the Nederlandsche Bank was na- 
tionalised and given as its main function the task of regulating the 
value of the currency ; the ultimate responsibility for monetary policy, 
however, rests with the government. There is also a Bank Council 
to advise the Finance Minister. The means which the central bank 
has at its disposal for the carrying-out of its duties are: (i) discount- 
rate policy; (ii) the use of open-market operations; (ili) the varying 
of the minimum cash-reserve balances required to be held by the banks, 
which are party to a gentleman’s agreement with the central bank re- 
garding cash reserves; the development of the foreign exchange re- 
serve of the central bank is an important factor governing the use of 
this instrument; (iv) the power to introduce, if need be, credit ceil- 
ings, liquidity ratios or restrictions on certain kinds of credits. 

There is in Amsterdam a money market which, while working more 
or less on the lines of the London money market, does not absolve the 
ae — having to apply directly to the central bank when in need 
0 . 

There is very little precise information available regarding the 
charges made by banks in the Netherlands. The official rates applied 
by the Nederlandsche Bank are as follows: 





Per cent. 
For the discounting and rediscounting of bills of exchange__...._..______-_ 8% 
For advances to banks_____-_ 2 i - 4% 
For advances to private customers___........-_-_.--...--------------- 5% 





The commercial banks pay 1 per cent. on demand deposits and 2 
to 334 per cent. on time deposits; the savings banks day tate 21h 
and 23% per cent. on time and savings deposits. 

It can be estimated that the overall charges to the commercial 
banks’ customers for advances and overdrafts vary between 5 and 7 
per cent. Trade bills proper are discounted at a cost of 5 to 6 per 
cent. Medium-term loans—2 to 5 years—granted by the Herstelbank 
direct to industries for equipment purposes cost 5 to 6 per cent., while 
those granted by its specialised subsidiary for the financing of exports 
(Export Financierings Maatschappij) bear an overall charge of 6 to 
8 per cent. The charge on ordinary mortgage loans is 414 to 514 per 
cent., but ae on ships cost about 6 per cent. 

Long-term yields show a very small spread, being in the region of 
4¥, to 434 per cent. for government bonds and of 414 to 5 per cent. for 
typical industrial bonds; taking account of the various issui 
charges, borrowing in this latter form at long term costs between 
and 584 per cent. Money-market rates in November 1956 averaged 
around 3 to 314 per cent. for call money. Three-month Treasury 
paper was quoted at about 34% per cent. and short-term loans up to six 
months were issued by local authorities at 514 per cent. 
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Netherlands: Main rates paid and charged by credit institutions (including 
commission, etc.) 








[In percentages] 
Items Central Commercial | Other credit 
bank banks institutions 
Rates paid on— 

et copenies SEES SE a ae pe Eee. Ret - SIREN: SEES it RARE 
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pT EE Pe eS ees BSNS tee ee 5 -8 
TE a ES AT Kl ee 6 




















SWEDEN 
STRUCTURE OF THE SWEDISH CREDIT SYSTEM* 


Histor1caL SETTING 


The Sveriges Riksbank (National Bank of Sweden) was chartered 
as a private bank in 1656 and was the first note-issuing bank in 
Europe. It was reorganized in 1668 as a state-owned bank responsible 
to Parliament. Until 1830 the Riksbank carried on a largely commer- 
cial banking business while gradually developing the attributes of a 
central bak From 1830 to 1897 other private banks were also given 
the note issue privilege. In that year, however, new legislation re- 
stored the note issue monopoly to the Riksbank and restricted its 
operations almost entirely to those of a central banking character. 


Ownersuip, ConTROL AND RELATIONSHIP TO THE TREASURY 


As indicated above, the Riksbank is state-owned. It is legally re- 
sponsible to the Riksdag (Parliament), and operates under legislation 
which expressly prohibits Directors of the Bank from receiving in- 
structions from anyone except the Riksdag and its Banking Commit- 
tee. For example, the Finance Minister may meet with the Directors, 
but no decisions may be taken in his presence. The Chairman of the 
Board of Directors is the sole Cabinet appointee, while the other six 
Directors are chosen by the Riksdag. The chief executive, the Gov- 
ernor, is elected by the Directors from among themselves. 

The independence of the Riksbank was seriously impaired during 
the 1930’s, when the ruling Social Democrats subordinated monetary 
policy, then in disrepute, to the genera] economic policy of the Govern- 
ment. In the postwar period, when inflationary conditions prevailed 
the Government continued to make cheap money an integral part of 
its policy of full employment and social welfare. Starting with Ivar 
Rooth in 1948, three successive Governors of the Riksbank are reported 
to have resigned in some part in protest against the monetary policy 
enforced by the Government. 

Conflict between the central bank and the Government last broke out 
on July 11, 1957, when the Riksbank raised its discount rate from 4 
to 5 per cent without informing the Government in advance. In re- 
taliation, the Government forced the resignation of its appointee, the 
Chairman of the Board. The higher discount rate, however, was not 
subsequently altered by Parliament. The reduction in the discount 
rate from 5 to 414 per cent on May 3, 1958, was apparently done with 
the full approval of the Government. 


*Prepared at the request of the Joint Economic Committee by the Divisi - 
tional Finance, Board of Governors of the Federal Reserve yetenn, Washington, — 


144 








RETIREMENT OF FEDERAL RESERVE BANK STOCK 145 


INSTRUMENTs OF Monetary Pouicy 


In the postwar period Sweden has been beset by inflationary pres- 
sures, to which large Government deficits and a huge Government 
sponsored housing program have contributed. While the central 
bank has pegged the bond market during most of the period, it has 
done so at progressively higher interest rates since 1950, in order that 
the bonds necessary to finance housing and the Government deficit 
could be floated without a more excessive credit expansion than was 
already taking place. 

Increasing reliance has been placed on monetary policy since 1950, 
and new instruments for control have been fashioned to meet changing 
financial conditions. The Riksbank has the authority to set mini- 
mum liquidity ratios as well as cash reserve requirements for the com- 
mercial banks, and these have been varied from time to time, usually 
with the cooperation of the commercial banks. Since 1952 the Riks- 
bank has attempted to extend its control of commercial bank lending 
activities through the negotiation of voluntary selective credit re- 
straints. In April 1955 Rauidity ratios were raised to a new high 
and in September of that year the banks agreed to hold their advances 
below a specified level. Similar agreements were negotiated with 
savings banks and farmers’ loan societies. 

Government attempts to maintain low long-term interest rates for 
priority borrowers is reflected in control of all but certain specified 
new capital issues such as housing bonds. The Riksbank has re- 
served the right to decide on the terms and interest rates for nongov- 
ernment bonds and has in addition laid down guiding principles for 
the lending policies of banks and insurance companies. 


CHANNELS OR Sources SupPLYING Business CAPITAL 


Traditionally the Swedish commercial banks have engaged in long- 
term financing of industry, although such loans are now limited to 10 
ears. In addition, they act as underwriters for bond issues and 
old large portfolios of bonds and housing mortgages. In part this 
is due to the stability of bank deposits and the propensity of a large 
proportion of savings to be kept in the form of font deposits. 
e ag | Mortgage Bank is a semiofficial institution which grants 
long-term loans on the security of ship mortgages. In 1953 the com- 
mercial banks founded Svensk Fartygskredit AB for the purpose of 
financing loans to shipowners. The Industrial Credit Bank was or- 
ganized in 1934 jointly by the Government and a few leading com- 
mercial banks for the purpose of giving medium- and long-term loans 
to industrial firms which were too small to have ready access to the 
bond market. The loans of this institution have never reached large 
proportions. 








STRUCTURE OF THE SWEDISH CREDIT SYSTEM* 


Essentially a bankers’ bank, the Sveriges Riksbank is able to make 
use, in performing its function of regulating the supply and cost of 
money, of all the normal instruments of central-bank policy, i. e., 
changes in the discount rate, open-market operations and changes in 
cash-reserve requirements; it also makes recommendations to the 
banks, especially with regard to qualitative credit control and the 
observance of credit ceilings. 

There are 15 commercial banks (with about 1,000 branches), the 
two largest (Svenska Handelsbanken and Skandinaviska Banken) 
accounting for over one-half of the total assets of the whole group. 
The commercial banks are subject to government control and to regu- 
lations regarding the size of savings Sesssiie, liquidity ratios and the 
kind of assets in which their resources can or cannot be invested. 
In principle they grant only short-term loans, secured by some kind 
of collateral or—exceptionally—by a third-party guarantee. A 
typical feature is the predominance of savings and time deposits over 

emand deposits (less than one-fifth of the total deposits of the com- 
merical banks are at sight). The main forms of lending are: the 
discounting of bills, the granting of advances on current account and 
in the form of overdrafts, and the granting of fixed loans, The latter 
form is almost as important by itself as the other two together. 

The savings banks (of which there are some 450 in all) could up to 
the end of 1955 accept only savings deposits (usually of small and 
medium size), but since the beginning of 1956 they have also been 
legally authorized to open current accounts, subject to certain regu- 
lations. Their investments consist mainly of mortgage loans, ordi- 
nary advances and bonds. Savings are also collected by the Post 
Office Savings Bank and by the Co-operative Wholesale Society. 

Sweden also has a oo many specialised credit institutions, which 
are mainly concerned with mortgage lending. They are: the city 
mortgage societies, the residential credit societies and the general 
mortgage societies, all of which have their own central institutions for 
the raising of funds. The agricultural credit associations, which 
grant long-term credit to agriculture, also obtain their funds from a 
central organisation, the Agricultural Credit Bank. Medium and 
long-term credit on ships is supplied by the Ship Mortgage Associa- 
tion and the Svensk Fartygskredit. 

There are also a few governmert lending agencies which supply 
funds (often eaipemdiing credit granted by the credit institutions) 
for specific, socially useful purposes. Special mention should also be 
made of the “Postgiro” system, through which a large proportion of 


*Bank for International Settlements, Monetary and Economic Department, “Credit and 
Its Cost” (CB 268), Basle, Switzerland, January 1957. 
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monetary transfers are effected (the turnover of this service in 1956 
can be estimated at around S. Kr. 340 milliard). 

The Swedish Bankers’ Association represents the commercial banks, 
expressing their views to the government and the public and ensurin 
a certain uniformity in banking practice and (by means of _— 
interbank agreements) in the terms and conditions applying to bank- 
ing services. The savings banks have their own association. 

ince November 23, 1956, -when it was raised by 14 per cent., the 
official discount rate of the Riksbank has been 4 per cent.—the highest 
level since 1932. This rate is traditionally taken as the basis for es- 
tablishing the rates for loans and deposits throughout the banking 


It is worth mentioning that up to October 1950 the rediscount rate 
of the Riksbank, ae to first-class commercial bills rediscounted 
by the commercial banks, was 14 per cent. lower than the official dis- 
count rate. On that date the two rates were unified, but in June 1952 
the Riksbank declared that it would in future apply a variable redis- 
count rate—independent of the official rate—with the object of _, 
venting excessive rediscounting in periods of liquidity crisis. e 
variable rediscount-rate policy seems to have been in practice since 
the summer of 1955. The Riksbank at present charges the com- 
mercial banks 414 per cent. on loans for less than five days and 5 
per cent. on loans for longer periods. 5 per cent. is, however, not a 
ceiling: if a bank were to have to borrow at the Riksbank for a con- 
siderable length of time, the interest rate could be raised step by step. 
In the course of 1956 the banks borrowed at the Riksbank only occa- 
sionally, in connection with end-of-month requirements. 

The Swedish banks allow the following rates on the deposits which 
they receive from the public: 











Per cent, 

(i) Sight deposits 0 -1% 
(ii) Time deposits. 244% 
(iii) Savings deposits. 8%4%4 


The interest paid on short-term interbank loans during the latter 
part of 1956 stood mostly at 314 per cent. On the capital market the 
effective yield of government bonds in the middle of 1956 was around 
414 percent. The Swedish Government issued a 434 per cent. 24-year 
loan in November 1956 at par, and on 8th January 1957 a 514 per cent. 
bond loan, with an average currency period of 514 years, was floated 
at par by the “F gon AB”, 

Xs for the cost of credit to borrowers from the banks, the rate 
charged for advances on current account is normally 614 per cent. 
Fixed loans cost from 414 to 614 per cent. for the first three-month 

riod, and thereafter—on renewal—an extra per cent. is charged. 

e rate charged for the discounting of trade bills is from 4% to 7 
per cent. 

In the long-term sector first-mortgage loans cost 4.85 per cent. when 
they are irredeemable and otherwise 5 per cent. and second-mort, 
loans cost 14 per cent. more, but when such loans are intended for 
housing purposes the borrower usually receives a government sub- 
sidy which reduces the cost to 3 and 3% per cent. respectively for 
first and. second mortgages. Credits for the financing of building 
cost about 514 per cent. plus a fee of 1 per cent. 
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Main rates paid and charged by credit institutions (including commission, etc.) 














[In percentages) 
Items Central Commercial | Other credit 
banks institutions 
Rates paid on— 
ES aed sree wif 
ST tic pcsegsecuseqcesenoesnancesecesioosedsgquesbaue 
Rates crecwed on— 
Trade bills (discounting)...............-.--..-..-.----.--- 4 DEF Aidcccanccccuse 
So «oh cacao kas ccundnovbebecsecdcbabsloscsescocscces CET Enlcccdseuscons 
a iivcininigahdimasnn the dichaneseeetlooasttnidiebtnelocsiennitbipels 4. 85-5. 00 














TAX PRIVILEGES* 


Savings deposits within certain fixed limits are exempt from income 
tax and property tax. Life assurance premiums amounting to not 
more than S.Kr. 300 for a single person or S.Kr. 600 for a married 
couple may be deducted from the taxable income. 

or income tax purposes, taxpayers are allowed to deduct from 
their income from invested savings a fixed amount, which, for a mar- 
ried couple, is S.Kr. 600. This deduction is, of course, quite distinct 
from that authorised for life assurance premiums. — tax privi- 
leges are also attached to the premium savings scheme described below. 


SAVINGS INSTITUTIONS 


Steps have been taken to facilitate the functioning of the savings 
banks. For instance, regulations introduced at the beginning of 1956 
have enabled savings banks to extend the field of their activities. In- 
ter alia, these banks have been authorised to open cheque accounts, and 
this may enable them to attract new customers. 

Shareholders’ clubs, similar to the Canadian investment clubs, have 
also been created recently, under the sponsorship of some important 
commercial banks. Members of such clubs are generally asked to pay 
regular monthly contributions, the funds thus collected being in- 
vested in equities. 

SAVINGS MEDIA 


The advisability of index-tied loans or deposits is the subject of 
much controversy in Sweden. One such loan is, however, already in 
operation. It was issued in 1952 by the Kooperativa Férbundet and 

rovides for compensation to the extent of 50 per cent. for losses suf- 

ered through a rise in the cost of living. 

There is one example of a loan with no fixed interest, issued by the 
Savings Banks’ Real Estate Institute. The rate of interest is fixed at 
0.15 per cent. less than the rate charged by the savings banks them- 
selves on real estate loans. 


*Balance of text from Bank for International Settlements, Monetary and Economic 
1 


nt, “Personal Saving and Its Promotion” (CB 290), Basle, Switzerland, April 
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A lottery savings scheme for young wage-earners has been in opera- 
tion since 1949. To pexpeipete in this scheme, savers must undertake 
to pay regular monthly contributions amounting to at least 10 per 
cent. of their wages. e savings are deposited in ial accounts 
where, as a rule, they are locked up for three years, the government 
contributing funds for a lottery in the drawings of which the deposi- 
tors participate gratuitously. 


PREMIUM SAVINGS SCHEME 


The government introduced, in May 1955, a premium scheme to stim- 
ulate voluntary savings. Taxpayers with a taxable income of at least 
S.Kr. 1,200 per annum were able to participate in the scheme, which 
operated in 1955 and 1956 only. The maximum deposit was S.Kr. 
1,000 per annum and per individual. The minimum amount which 
could be deposited at any time was S.Kr. 10. Interest is paid at 
the rate of 4 per cent. In addition to the interest there is a premium 
amounting to 20 per cent. on deposits made in 1955 and to 15 per cent. 
on deposits made in 1956, but this is payable only in respect of amounts 
held on deposit until 1961. The premium will be paid in cash and is 
tax-free. As the object of this measure was to raise additional 
savings, payment of the premium has been made subject to the condi- 
tion that the deposits were not made up of amounts merely transferred 
from another account or obtained through the sale of securities or 
the cancellation of a life assurance contract. The tax authorities 
verify, on the basis of income returns, whether this condition has been 
satisfied. Furthermore, each participant had to complete a special 
form enumerating his assets. At the end of 1956 some 600,000 ac- 
counts, totalling S.Kr. 720 million, had been opened. The premiums 
on these will cost the government S.Kr. 125 million. Deemed to be 
too expensive, the scheme was abandoned in 1956 and was replaced by 
an increase in the deductions allowed to be made, for tax purposes, in 
respect of proceeds from saved income. 


58282 O—pt. 1—60——11 











SWITZERLAND 


CENTRAL BANKING IN SWITZERLAND* 
1. Historica, Serrine 


The Schweizerische Nationalbank (Swiss National Bank) was estab- 
lished in 1907, with the sole right of note issue, after nearly 20 years 
of political dispute as to the legal form of the Bank and its location. 
As might be expected in a federal state, Switzerland “decentralized” 
the central bank, by requiring that the two departments concerned 
mainly with securities and foreign exchange matters be located in 
Zurich, the capital market and foreign exchange center, while the 
department concerned with the note issue and Federal Government 
relations was required to be located in Berne, the seat of the Govern- 
ment. The Bank’s legal and administrative offices are located in 
’ Berne, and the office of the Board of Directors is located in Zurich. 
The Bank maintains eight branches and three agencies in the major 
cities and towns of Switzerland. 

The main duties of the Bank, according to the revised national bank 
law of 1953, are to supervise the money circulation, regulate currency 
and credit policies for the benefit of the country, facilitate domestic 
payments, and advise the Federal Government on currency matters. 


29. OWNERSHIP AND ConTROL OF THE CENTRAL BANKING INSTITUTION 


The Swiss National Bank is a joint stock company with an author- 
ized capital of 50 million francs, only half of which has been paid in. 
At the end of 1956, 57 per cent of the capital was held by the cantons 
and cantonal banks, while the remainder was held by a large number 
of private shareholders. 

Bank Council of 40 members, 15 elected by the stockholders and 
25 by the Federal Council (the Swiss Cabinet), is the organization 
with general supervisory control of the Bank. The Bank Council is 
required to have adequate representation of commerce, industry, and 
agriculture. An Executive Committee of 10 members, elected by the 
Bank Council, is responsible for the close supervision of the manage- 
ment, and it must meet with the latter group at least once a month. 
A Board of Directors consisting of three members appointed by the 
Federal Council, after recommendation by the Bank Council, is the 
responsible authority for the day-to-day running of the central bank. 
Since the Federal Government is responsible for appointing or elect- 
ing the majority of the supervising and controlling organizations of 
the Bank, it is to be expected that the Government exercises consider- 
able influence in the decisions and management of the central bank. 


*Prepared at the request of the Joint Economic Committee by the Division of Interna- 
tional Finance, Board of Governors of the Federal Reserve System, Washington, D. C. 
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3. RELATION OF THE CENTRAL Bank TO THE GOVERNMENT 


As indicated, the influence of the Government with the central bank 
is considerable, and from time to time the Federal Council has pre- 
scribed monetary policies for the Bank to follow. The Bank has per- 
missive power to purchase both Federal and cantonal Government 
securities for the temporary investment of funds, and it “cooperates” 
in the placing of new Federal and cantonal funds. The Bank is 
required to re-discount acceptances for financing strategic stocks at 
the minimum applicable rate. 


4. RELATION OF THE CENTRAL BANK TO THE COMMERCIAL BANKS 


The Swiss National Bank is not prohibited from dealing with finan- 
cial institutions other than banks of deposit, but virtually all of its 
business, other than that with the Federal and cantonal Governments, 
is with banks of deposit. 


5. Power oF THE CENTRAL BANK OVER THE INSTRUMENTS OF 
Monetary Pouicy 


Although the central bank has power to vary the rates on re-dis- 
counts and advances, the re-discount rate has been changed only once 
in over 20 years (it was changed in May 1957) ; re-discounting and 
resort to advances figure little in operations of Swiss commercial 
banks, and they rarely go to the Swiss National Bank in order to 
improve their liquidity. The Bank does not have power to adjust 
reserve ratios—such a power is believed to be unconstitutional—and 
in order to utilize this tool of monetary policy the central bank has at 
times entered into voluntary agreements with the banks for holding 
certain minimum reserves in blocked accounts at the Bank. Open 
market operations are not a significant instrument of central bank 
policy in Switzerland. 

The Federal Banking Law does, however, prescribe liquidity re- 
quirements for all banks, but the banks are aK we no penalty if they 
are temporarily deficient. These requirements are quite high, and they 
are based upon a rather complicated formula involving various ratios 
of liquid assets to liabilities. The liquidity requirements are super- 
vised by the Banking Commission, a group appointed by the Federal 
Council and independent of both the Swiss National Bank and the 

reasury. 

In the main, the central bank influences the Swiss economy through 
its power to regulate the foreign exchange market (including control 
capital movements), which bears importantly on Swiss economic 
ife. 


6. CHANNELS oR Sources SuPPLYING Business CApPiraL 


The Swiss National Bank cannot finance capital development. The 
commercial banks of Switzerland are “department store” banks, mean- 
ing that they engage in all types of banking business. Small businesses 
which are members of the credit unions (Raiffeisen Banks), a well- 
developed and widespread movement in Switzerland, are able to obtain 
development financing through their local organizations. 








STRUCTURE OF THE SWISS CREDIT SYSTEM* 


The Swiss National Bank, in accordance with the basic principles 
observed in the country with regard to economic freedom and in view 
of the country’s financial situation (the size of its monetary reserves, 
its budget surpluses, the i volume of savings, etc.), is of the 
opinion that, in principle, healthy market forces must be allowed to 
exert their influence freely. The National Bank has the power to 
change the Bank rate but has not used it since 1936. It has the author- 
ity to operate in the open market, but its portfolio of government 
securities is negligible. When, at times during these post-war years, 
the Swiss National Bank has wished directly to influence the monetary 
situation, it has had to do so rather by means of sales or purchases of 
gold and foreign exchange—and in this field its efforts have been and 
are being actively supported by parallel action on the part of the 
Federal authorities. It seems, however, that the method most fre- 
quently used by the central bank is the promotion of interbank gentle- 
men’s agreements in line with its policy. 

As to et So ga of the banks’ creditors, a Federal law lays down 
rules regarding the relationship to be maintained between the banks’ 
own capital and their total liabilities and between their liquid assets 
and their short-term liabilities. 

The following table, giving the figures for the main items in the 
balance sheets of the various banking groups in Switzerland, shows 
the relative importance of each group, the kind of funds received and 
the principal forms of lending practised. 


*Bank for International Settlements, Monetary and Economic Department, “Credit and 
Its Cost” (CB 268), Basle, Switzerland, January 1957. 
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Main items of the balance sheets of Swiss credit institutions at the end of 1955 









































{In millions of Swiss francs] 
Liabilities Assets 
| yy wee Securi. 
Groups of institutions Deposits ! Own ance - 
a _ funds sheet Bills Mort- | ties and 
(capital and ad- gage partici- 
Sight Total? | plus re- vances’ | loans pations 
Serves) 
Primarily commercial banking: 
ND. ike nnncapesn ae 4, 560 7, 930 800 10, 490 5, 930 860 1,010 
Mixed banking: 
28 cantonal banks__.......- 1, 300 11, 400 1, 080 13, 700 3, 700 8, 00 1, 220 
166 local and other banks.. - 1, 090 2, 860 | 360 3, 850 1, 790 950 400 
cE ae ee, Serene 2, 390 14, 260 1, 440 17, 556 5, 490 8, 950 1, 620 
Primarily long-term banking: a, 
90 local mortgage banks. - -- 240 3, 470 340 4, 500 760 3, 300 250 
117 savings banks- -....---- 70 2, 410 180 2, 750 340 1, 980 300 
1,020 Raiffeisen banks---.-_- 140 1, 300 70 1, 400 240 900 10 
MODS iio > Focceninedecas 450 7, 180 590 8, 650 1, 340 6, 180 560 
Grand total. .....s.s0s.0s. 7, 400 29, 270 2, 830 36, 690 12, 760 15, 990 3, 190 


























1 Excluding interbank deposits, 

2 Including Kassenobligationen and own bonds issued, but excluding funds received from central] organs 
isations of cantonal and mortgage banks. 

* Including those to Swiss public authorities, which represent some 10 per cent. of the balance-sheet total 
or the whole banking system. 


Although it is true that Swiss banking institutions practise “mixed 
banking” and that the great majority of Seale receive savings deposits 
and grant almost all sorts of credit, it is nevertheless possible to de- 
scribe the “five big banks” as commercial banks. The demand deposits 
held by the banks in this group clearly exceed their deposits at longer 
term, and they engage peadoainandly in short-term lending in its 
various forms; they therefore maintain high liquidity ratios. 

Commercial banking business is carried on also by the cantonal 
banks and the local banks. The 28 cantonal banks form the most im- 
portant banking group in Switzerland, though not in terms of turn- 
over, that of the big banks being considerably larger, at Jeast from the 
point of view of their balance-sheet totals.. Mortgage loans represent 
about 60 per cent. of their total assets, while sight deposits constitute 
little more than one-tenth of total liabilities. There are 166 local and 
other banks which do mixed banking business, though for them com- 
mercial banking proper is relatively more important than is the case 
with the cantonal banks. 

A third group, dealing almost exclusively in the long-term sector, 
includes the mortgage, savings and Raiffeisen banks. 1] these insti- 
tutions receive the bulk of their resources in the form of savings. de- 
posits and—in the case of the mortgage and Raiffeisen banks—of 
subscriptions to Kassenobligationen (a ind of savings certificate is- 
sued by the banks, with currency periods of up to eight years) and 
supply credit mostly in the form of mortgage loans to all kinds of 
borrowers. 

There are also 30 financial corporations, whose combined balance 
sheets added up at the end of 1955 to Sw.fcs 720 million, 65 per cent. 


. of this amount being accounted for by their own funds (capital and 


reserves). oo invest mostly in capital-market securities (over 60 
per cent. of which are foreign). 
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The epee an pe and giro system at the end of 1955 had some 
Sw.fes 1.4 milliard deposited with it by about a quarter of a million 
customers. The turnover of these accounts in that year exceded Sw.fcs 
137 milliard, and of this sum over four-fifths took the form of cashless 
transfers. 

The Swiss bankers have a variety of professional organisations 
through which they co-operate by concluding agreements regarding 
the terms and conditions which are to govern thels activities, by form- 
ay gy syndicates, etc. 

ince 1936 the official discount rate of the Swiss National Bank 
has been 114 per cent. and the lombard rate 21% per cent. The various 
credit institutions, however, do not normally have recourse to the cen- 
tral bank, the market situation being sufficiently easy for them to be 
able to obtain all the funds they need. Terms and charges are fixed 
by interbank agreements (often local). Interest on deposits is al- 
lowed at the following rates: 
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Per cent. 
| ae ee cee Wy 
Time deposits (minimum rates) -_~- 1-1% 
Savings deposits (average rates allowed) 2-2% 


In November 1956 the average rate paid by cantonal banks was 2.33 
8 cent. on savings deposits and 3.13 per cent. on Kassenobligationen. 

o interest is paid on deposits in foreign currencies (in fact, a com- 
mission is charged). ; 

The Swiss banks discount three-month trade bills of the very first 
grade at the Bank rate, i. e., 114 per cent., but the charge for the dis- 
counting of current commercial bills may be as high as 4% per cent. 
Secured advances cost the borrower between 4 and 5 per cent., privi- 
lege rates of 114 and 3 per cent., respectively, being applied in the 
case of advances connected with the maintenance of compulsory com- 
modity stocks and with the cession of clearing credits. The charges 
for overdrafts are 514 to 6 per cent. First-mortgage loans on real 
estate, which constitute at 2 one-half of the assets of Swiss credit 
institutions, are granted (towards the end of 1956) at 314 to 334 per 
cent., and second-mortgage loans—mostly extended by non-bank insti- 
tutional investors—cost between 334 and 4 per cent. The banks 
charge 334 per cent. on industrial loans secured by mortgage, while the 
cost to customers of medium-term loans of various kinds (including 
import and export credits) varies between 314 and 414 ~ cent. 

e money market in November 1956 quoted a rate of 14% per cent. 
(for call money, etc.) and the average yield of government bonds on 
the long-term market during the same month was nearly 314 per cent. 

Domestic industrial bonds have been issued in 1956 at nominal rates 
of between 8 and 4 per cent. and foreign loans mostly at 4,to 414 per 
cent. The overall cost to the foreign borrower is, naturally, higher: 
a 414 per cent. issue in October 1955, placed at an effective overall 
cost of 614 per cent., was described by the borrowing corporation as 
being somewhat cheaper than some other similar issues on the Swiss 
market in 1955. 
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Switzerland: Main rates paid and charged by credit institutions (including 


commission, etc.) 
[In percentages] 





Items 

















4 Minimum rate paid. 








UNITED KINGDOM 
CENTRAL BANKING IN THE UNITED KINGDOM* 


Historica, SEerTrine 


The Bank of England was chartered by act of Parliament in 1694. 
In 1844 it was given sole right of note issue. By the second half of the 
19th Century, the public service aspects of the Bank’s activities began 
to eclipse its private banking business. It became the lender of last 
resort to the money market and the regulator of the great international 
gold and capital market in London. 


OwnersHip, ConTROL, AND RELATIONSHIP TO THE TREASURY 


By 1926, relations between the privately-owned Bank of England 
and the Government were so close that the then Governor, Montagu 
Norman, noted that the Bank had the right to offer advice but was 
always subject to the “supreme authority of the Government.” 

In 1946, the Bank was nationalized by act of Parliament. The 
Government acquired the entire capital stock of the Bank, and was 
empowered to appoint the Governor, Deputy Governor, and Directors 
of the Bank for fixed terms. The Treasury was empowered to give 
directions to the Bank, after consultation with the Governor, and the 
Bank was empowered, upon authorization from the Treasury, to 
request information from and give directions to the commercial banks 
when it thought this necessary in the public interest. 

Nationalization of the Bank was generally regarded as primarily 
rg Sa by statute an existing relationship between the Bank and 
the Treasury. Since nationalization, the Bank has continued to 
operate and to advise the Government in much the same way as before. 


INSTRUMENTS OF Monetary Po.icy 


_ By long standing practice a change in Bank Rate is followed 
immediately by corresponding adjustments in commercial bank deposit 
and lending rates. However, the Bank of England discounts directly 
only for the twelve London discount houses who make a market for 
short-term Government and commercial obligations, and are financed 
by secured loans from the highly concentrated clearing banks. If the 
clearing banks reduce their call Pas to the discount houses, the latter 
in turn attempt to become liquid again by selling some of their assets 
to nonbank money market institutions, and failing this, resort to 
discounting at the Bank of England at what is usually a penalty rate. 

_The Bank of England can influence money market rates in a desired 
direction by open market operations or by refusing either to relieve 


*Prepared at the request of the Joint Economic Committee by the Division of Inter. 
national Finance, Board of Governors of the Federal Reserve System, Washington, D. C. 
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shortages or to absorb surpluses of funds resulting from seasonal and 
cyclical developments. In a period of monetary restraint the banks 
can thereby be deprived of reserves and the market ultimately forced 
into the Bank of England at penalty rate. In times when the Bank 
wishes to encourage easier money market conditions it may offer to pur- 
chase assets directly from the market at current rates. The Bank of 
England’s transactions in the short-term securities market are carried 
out by its “bill broker”—one of the London discount houses. Longer- 
term securities (over 5 years) are handled by the “government 
on of the large private brokers in the government bond 
market. 

As a matter of traditional practice the commercial banks are com- 
mitted to maintain a minimum ratio of cash reserves to deposits of 
eight per cent and strive to maintain customary minimum ratios of 
— assets to deposits. In the postwar period, the very large public 
debt, much of it in the form of bank held Treasury bills, has made it 
difficult to keep the volume of bank reserves under control. With 
liquid asset ratios normally well in excess of the minimum, the banks 
would find it relatively easy to convert these assets to cash when their 
cash reserves were cae pressure, and would thus be under little com- 
pulsion to reduce their deposits. This has led to periodic “requests” 
to the banks by the Bank of England to restrain their lending activities. 

In addition the Bank has engaged in continuous funding of short- 
term debt when it was abie to establish conditions favorable to the 
sales of longer-term securities. For this purpose the Bank of Eng- 
land has at its disposal not only its own securities holdings but also 
the large portfolio of the various “departments” of the Government. 

The Chancellor of the Exchequer appointed a Royal Commission 
called the “Radcliffe Committee” in April 1957 “to inquire into the 
working of the monetary and credit system and to make recommenda- 
tions.” The report of this committee expected in 1959 should throw 
considerable light on the formulation of monetary policies in Britain. 


CHANNELS oR Sources Supr.y1nG Business Capitan 


The Bank of England owns 30 per cent of the share capital of the 
Finance Corporation for Industry Ltd., which was formed in 1946 
“for the re-equipment and development of major industries with a 
view to promoting efficiency.” The Bank also has a token participa- 
tion in the Industrial and Cimmenaial Finance Corporation Ltd., a 
set up in 1945, which has as its main object “the provision of credit 
and finance by means of loan capital and share capital for industrial 
and commercial concerns in Great Britain, siedthoudaets in cases where 
the existing facilities provided by banking institutions and the Stock 
Exchange are not readily or easily available.” 








-STRUCTURE OF THE BRITISH CREDIT SYSTEM* 


The eleven banks which are members of the London Clearing House 
are together responsible for some nine-tenths of the total resources of 
all the commercial banks (including those in Scotland and Northern 
Ireland). The commercial banks receive sight deposits on current ac- 
count and deposits at seven days’ notice. At present, of the outstand- 
ing credit granted by the commercial banks only one-third is in respect 
of the private sector (here taken to include the nationalised industries, 
which together accounted in November 1956 for less than 5 per cent. of 
total advances) , the remaining part consisting of securities, etc., mostly 
government paper. Of the banks’ lending to private business the dis- 
counting of trade bills now represents only a small fraction, the bulk 
of it consisting of advances and overdrafts formally repayable on de- 
mand but subject to review every six months and renewable. Accept- 
ances, although they do not amount to as much as direct lending, 
nevertheless constitute a very important service to the banks’ cus- 
tomers. 

British commercial banks do not receive savings deposits (with the 
exception of amounts received from Home Safe accounts, on which 314 
per cent. interest is paid) and do not, on principle, lend at long term. 

Small savings are for the most part collected by the Trustee Savings 
Banks and the Post Office Savings Banks or directly by the Treasu 
through the issue of defence bonds, tax-free savings certificates and, 
since November 1956, Premium Savings Bonds, on which no interest 
is payable but: which will participate in monthly drawings for prizes 
from June 1957. As the Trustee Savings Banks pass on to the Na- 
tional Debt Commissioners the savings deposits which they receive 
in their ordinary departments, most of the funds entering these five 
channels for monetary savings flow to the Treasury. The remaining 
funds are those which are received by the Special Investment Depart- 
ments of the Trustee Savings Banks, which accept notice deposits and 
use them to buy approved securities. The said five channels account 
for the whole of the total of over £6 milliard of “national savings” 
outstanding. This amount is nearly as large as the total of the sight 
and notice deposits held by the clearing banks. 

There are also other institutions collecting savings quite apart from 
the various forms of insurance saving, the most important group being 
that composed of the nearly 800 building societies, which hold some 
£1.9 milliard of savings, these being invested for the most part in long- 
a mortgages connected with the purchase of houses by their mem- 

rs. 


*Bank for International Settlements, Monetary and Economic Department, “Credit and 
Its Cost” (CB 268), Basle, Switzerland, January 1957. 
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A few specialised institutions, mostly of recent creation, are con- 
cerned with medium and long-term financing: 

(i) The Agricultural Mort Corporation, established in 1928, 
and The Scottish Agrienteusel Geoutities Corporation, established in 
1933, raise funds by the issue of bonds and grant first-mortgage loans 
repayable in up to 60 years to borrowers intending to buy or improve 
a farm. 

(ii) Industrial and Commercial Finance Corporation (I. C. F. C.) 
has an authorised capital of £15 million (50 per cent. paid) subscribed 
in small part by the Bank of England but predominantly by the clear- 
ing and Scottish banks. It has powers to borrow in addition up to 
£30 million from its shareholders. It grants relatively small loans 
(from £5,000 up to £200,000) or subscribes for shares. ese loans are 
complementary to the commercial banks’ advances but are given for 
periods of up to 20 years. 

(iii) The Finance Corporation for Industry (F. C. I.) has an au- 
thorised capital of £25 million (2 per cent. paid) held about equally 
by the Bank of England, the investment trusts and the insurance 
companies, and has powers to borrow from the clearing and Scottish 
banks up to £100 million. Lending is mostly at medium term but for 
amounts of at least £200,000, the loans being provided for the purpose 
of the reorganisation or re-equipment of major industries (iron and 
steel, etc.). 

(iv) The National Film Finance Corporation gives support to the 
film industry, using funds supplied chiefly by the Board of Trade. 
Loans are granted for up to five years and privilege rates are charged. 

(v) The Estate Duties Investment Trust (Edith), established in 
1953, is intended to provide funds to meet estate duties in cases where 
assets consist of shares in private companies. The Trust is managed 
by the I. C. F.C. 

(vi) Ship Mortgage Finance Company Limited was set up to make 
medium-term loans on first mortgages of ships, raising money for 
this pur by the issue of medium-term debentures or other securi- 
ties. The company’s authorised capital is £1 million (50 per cent. 
paid) subscribed by the Shipbuilding Conference, insurance com- 
panies and other finance institutions. 

(vii) Air Finance Limited was set up to assist aircraft manufac- 
turers to develop exports by offering longer credit facilities to over- 
seas customers. The capital of the company has been provided by the 
F. C. I., the merchant banks and, to a lesser extent, the aircraft indus- 
try. In addition to the issued capital, the company has special loan 
arrangements with the F. C. I., as well as normal banking facilities. 

(viii) The Commonwealth Development Finance Company Limited, 
established, like the last-mentioned company, in 1953, assists projects 
for the expansion of the sterling area’s resources and the strengthen- 
ing of its balance-of-payments position. The Bank of England has 
subscribed part of the capital. 

(ix) Two other institutions operating in the medium and long-term 
sectors are: Private Enterprise Investment and The Safeguard In- 
dustrial Investment Limited. 

All these institutions together have at present about £130 million 
of credit outstanding. 

There are in London, besides the commercial banks, whose primary 
function is the financing of the economy in general, other groups of 
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institutions whose activities are more specialised but whose aggregate 
importance is very great. There are the merchant bankers and the 
acceptance houses, whose primary concern is with the financing of 
foreign trade, but which in fact overlap, so far as function is con- 
cerned, with the issue houses, which, as the name implies, are con- 
cerned with the placing of new capital issues. Mention must also be 
made of the cor offices of banks whose main field of activity is over- 
seas, and of the London offices of dominion, colonial and foreign banks, 
which are primarily concerned with banking activities abroad but are 
also, in so far as they do individual babetinor treat teas in London, direct 
competitors for deposits and for loans with the London Clearing 
Banks. The growth of “instalment buying” has added greatly to the 
importance of the houses dealing with “installment finance”, both as 
lenders and as borrowers, for the rates of interest which they are cur- 
rently offering for deposits are greatly in excess of those offered by 
the commercial banks, the savings banks or the building societies. 

More important, however—if not in the credit field proper, at least 
for the working of the London money market—are the twelve discount 
houses, whose combined assets amount to over £1 milliard. They bor- 
row, mostly at very short term, from the commercial banks and other 
institutions and invest chiefly in Treasury bills. 

Under the Bank of England Act, 1946, the Bank of England has 
power “to request information from and to make recommendations 
to bankers, and may, if so authorised by the Treasury, issue directions 
to any banker for the pur of securing that effect is given to any 
such request or recommendation: Provided that: (a) no such request 
or recommendations shal] be made with respect to the affairs of any 
particular customer of a banker; and (b) before authorising the issue 
of any such directions the Treasury shall give to the banker con- 
cerned, or such person as appears to them to represent him, an oppor- 
tunity of making representations with respect thereto.” The Bank 
has not used this power to issue directions. It does not impose on 
the banks minimum reserve requirements (though since the war there 
has been a conventional minimum of 8 per cent. for the cash ratio), 
limits on advances, etc. The Bank can influence the monetary situa- 
tion by means of changes in the Bank rate and by operating in the 
open market. The government from time to time indicates to the 

apital Issues Committee (see below), by means of a “memorandum 
of guidance”, principles which it wishes to see followed in investment 
ary When these principles also affect bank lending the Chancel- 
or, through the Governor of the Bank of England, requests the banks 
to observe such principles. ‘The Governor’s action is to bring the prin- 
ciples in question to the notice of the domestic, overseas and foreign 
banks, the acceptance houses, and the Finance Houses Association. 
The principles are stated in general terms; their detailed application 
is left to the decision of the financial institutions concerned, but the 
Bank of England is ready to advise on any difficulty of interpretation 
that may arise. In some instances the Chancellor may make requests 
to the banks independently of any instructions given to the Capital 
Issues Committee. 
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The Capital Issues Committee (C. I. C.) advises, under the Bor- 
rowing (Control and Guarantees) Act of 1946, the Treasury on all 
new borrowing over (at present) £10,000 in any one year. Bank ad- 
vances also require the consent of the C. I. C. when they exceed £10,000 
unless they can be considered as borrowing “in the ordinary course of 
business.” 

By the end of the summer of 1956 practically the whole of the in- 
terest-rate structure had adapted itself to the 514 percent. Bank rate 
fixed in February of that year. Bank rate is the minimum rate at 
which the Bank of England will discount approved Bills of Exchange. 
Currently the Bank of England also makes advances at that rate for 
a minimum period of 7 days-against eligible security. Such facilities 
are available only to the discount houses. Bank rate determines the 
basic level of all other rates, which traditionally are kept at more or 
. less fixed differentials above or below Bank rate. For example, the 
majority of commercial banks’ advances are usually made at 1% to 1 
per cent. above Bank rate and their rate for 7-day deposits is normally 
2 percent. below Bank rate. 

On the money market day-to-day and very short-term loans are 
made by the clearing banks at a rate of 334 ( money) to 434 per 
cent. and three-month Treasury bills are issued at a discount of about 
5 per cent. 

On the capital market the average yield of government bonds is 
about 514 per cent. and that of industrial bonds 534 to 614 per cent. 
In Great Britain the issuing costs for fixed-interest-bearing securities 
of well-known corporations are not as high as in many other countries; 
but, even so, the real cost of money raised in this way cannot be esti- 
mated at less than 6 to 614 percent. 

The commercial banks discount fine trade bills (3 to 6 months) at 
around 6 to 614 per cent. and on most advances and overdrafts they 
charge from 6 to 7 per cent. (i. e. 14 to 114 per cent. over Bank rate). 
In periods of credit squeeze, such as the present, customers who would 
have been charged higher rates are not granted credit at all. 

Mortgage loans are granted by the Agricultural ae Corpora- 
‘tion at 534 per cent., and the building societies lend their funds on 
house mortgages at 514 to 614 per cent. The Public Works Loan 
Board has raised the cost of its lending to local authorities and other 
public bodies to 534 per cent. for loans of over 5 years’ duration. 

While no formal agreement exists between the British banks with 
regard to charges on advances, formal interbank agreements do exist 
with regard to short-term and call-money rates and the rates of inter- 
est to be paid on deposits. 

No interest is paid on sight deposits, but on seven-day-notice de- 
— the interest allowed is now 314 per cent. The Post Office and 

rustee Savings Banks pay 214 Yay cent. to depositors on ordin 
savings accounts (the first £15 of interest being free of income tax 
and the Trustee Savings Banks pay 3 to 4 per cent. on notice deposits 
in their special investment departments. tn May 1956 defence Soni 
were issued at 414 per cent., and the principal building societies have 
increased the rates paid to their shareholders to 314 per cent., tax 
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free, which corresponds—at the normal income-tax rate—to over 6 
per cent. gross income for the saver. There are also financial institu- 
tions which deal with hire-purchase financing, and which, earni 

the usual high rates obtained everywhere in this field, compete with 
the other institutions for deposits by offering rates of 6 to 8 per cent. 


Great Britain: Main rates paid and charged by credit institutions (including 
commission, etc.) 
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Mr. Parman. Mr. Hayes, I would like to aks you a few questions. 

You state that you do not believe that the bankers generally are 
claiming that they own the Federal Reserve banks. You do not 
believe that there is any sentiment among bankers that they do own 
the Federal Reserve banks? 

Mr. Hayes. Well, Mr. Patman, I am not really in a position to 
speak about the sentiment in the Nation. I know more about the 
banks in my own district. I can only speak from my own experience, 
and that is that I have not heard this claim firsthand. I have heard 
stories that once in a while there are misconceptions. I wouldn’t 
doubt that sometime, somewhere, bankers may have said they owned 
it. I have pointed out in my statement that I think that is a mis- 
conception. I think we have succeeded in educating a large segment 
of the banking public to realize that that isn’t true, and in my own 
contacts I don’t run into that kind of statement. 

Mr. Patman. You are willing to continue that sort of educational 
campaign as you have indicated in your statement here? 

Mr. Hayes. We are eager to. 

Mr. Parman. You recognize that all of the earnings of the Federal 
Reserve banking system, above the 6 percent that goes to the member 
banks, are public money, do you not, Mr. Hayes? 

Mr. Hayes. Not being a lawyer, I am not sure, Mr. Patman, what 
“public money” means. I think of public money as funds obtained 
M omnis taxation or through public debt operations, and in that sense 
it is not public money, it is money belonging to the Federal Reserve 
banks, although in the event of their dissolution or liquidation, clearly 
the Treasury would receive those funds. 

Mr. Parman. I am afraid there is a little difference of opinion be- 
tween us there. It is my conception that 97 percent of the earnings 
of the Federal Reserve banks come from their ownership of Govern- 
ment securities. Am I correct in that? 

Mr. Hayes. I don’t have that figure, Mr. Patman. 

Mr. Parman. Is it about 97 percent ? 

Mr. Hayes. I don’t think it is quite that high, but there is no doubt 
that it is by far the largest part of our operating earnings. 

Mr. Parman. Well, it is practically all, isn’t it, Mr. Hayes? 

Mr. Hayes. It is certainly by far the largest part. 

Mr. Patrman. Suppose you have someone look it up. 

Mr. Jonnson. Mr. Chairman, I can tell you last year U.S. Govern- 
ment securities provided $857 million of the total earnings of $886 
million. leaving $29 million from other sources. 

Mr. Parman. So 97 percent would be approximately correct. That 
being true, it occurs to me that since the taxpayers paid that money 
into the Treasury, and since it was used to pay interest on Govern- 
ment securities which the Federal Reserve System holds, it is public 
money. In view of the fact that the public credit was used to buy 
those bonds, it is my conception that the interest payments you ac- 
cumulate from these securities are public moneys. 

Now, you will admit, will you not, Mr. Hayes; that every one of 
those bonds were acquired by the creation of credit? 

Mr. Hayes. That is correct. 

Mr. Parman. Every one of them was acquired with the creation of 
credit. You didn’t pay out one dollar that belonged to any private 
bank or corporation : you used credit of the Nation ? 
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Mr. Hayes. We used the power given us by statute to—— 

Mr. Parman. I am not disputing that, that you have the legal au- 
thority. The statute gives you that power to just create that money 
on the books of the banks, doesn’t it / 

Mr. Hayes. On our books. 

Mr. Parman,. On your own books; yes. And after you create that 
credit, if anyone down the line desires actual money for that credit, 
he would get Federal Reserve notes, wouldn’t he? 

Mr. Hayes. That is correct, if he wishes them; yes, sir. 

Mr. Patman. So in effect you trade Federal Reserve notes for Gov- 
ernment securities, don’t you ¢ 

Mr. Hayes. Yes, because we are instructed—— 

Mr. Parman. That is right. 

Mr. Hayes. One of the major methods of our credit operations is 
exactly that. 

Mr. Parman. That is right. 

Mr. Hayes. To buy Government securities or sell them in the open 
market. 

Mr. Parman. That is correct. So, therefore, you take one Govern- 
ment security like a Federal Reserve note, which says on its face the 
United States will pay to the bearer on demand, the amount stated, 
and which is for all practical purposes a Government bond or obliga- 
tion, except it does not Katt for the payment of interest, and you 
trade it for another form of Government obligation that is interest- 
bearing. Do you see any reason why arrangements shouldn’t be made 
for the cancellation of the bond that you purchased with another form 
of Government obligation, Mr. Hayes? 

Mr. Hayes. Yes, — Mr. Patman. 

Mr. Parman. I mean to the extent that the operations of the Sys- 
tem are not impaired. 

I recognize that up to a point you should have a certain amount of 
these obligations that you can freely use to carry on the operations of 
the System, in the interest of the public, a stabilized economy, and a 
sound dollar; but when you have already acquired enough for these 

urposes, is there any reason why any amount above that should not 

canceled ? 

Mr. Hayes. Yes, Mr. Patman, it seems to me that one of the basic 
features of a central banking structure, and of our mode of operation, 
is to have the central bank operate at arm’s length, if you will, with 
the Treasury, by buying and selling these securities in the open mar- 
ket, and I would think that one of the bulwarks of strength for a 
central bank is that kind of feature which tends to minimize the 
chance that direct dealings between the Treasury and the central bank 
will be abused, as they have been in many countries for the benefit of 
the Treasury. 

Mr. Parman. It could be abused, though, either way, Mr. Hayes; 
when you talk about insulating the central bank against political pres- 
sures, you never say anything about insulating the central bank 
against banker pressures. 

Mr. Hayes. I did in my statement, sir. 

Mr. Parman. You did? 

Mr. Hayes. Yes, I think I said—— 

Mr. Parman. I am sorry; normally, I never hear anything about 
that from the Federal Reserve people. I think banker pressure 
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should be considered the same as political pressure, because the 
bankers have a profit motive and you can expect them to make sure 
that things are done in a way that will not handicap them in their 
efforts to make profits. 

I will take your word for it. You say itis in there. 

Mr. Hayes. Well, Mr. Patman, it is a quoted statement, where it 
says, “It has enabled Federal Reserve banks to repel the pressures of 
private interests.” I am including banking interests there, too. 

Mr. Parman. The reason I say that something should be done about 
this stock, is that there seems to be a general belief over most of the 
country among the bankers—although this doesn’t coincide with what 
you have told me about your district, that they own this stock as bona 
fide stock, and as a proprietary interest—that they own the Federal 
Reserve System. I know I run into this in correspondence I have 
from all over the Nation. People write me that the Federal Reserve 
banks belong to the bankers, and say they have a right to spend their 
money any way that they want to. These people—and the news- 
papers, too—say that it 1s their money just like any other private 
enterprise, and that I am wrong in criticizing the i ederal Reserve 
banks. You know, I have criticized the Federal Reserve banks for 
using their funds for purposes I considered unauthorized. I felt 
these items of expenditures were just as farfetched as the postmaster 
using his stamp money for unauthorized purposes. The stamp money 
is public money; the money of Federal Reserve banks is public 
money also. 

We have a proceeding in most of the States known as trespass to try 
title, to determine who owns land. If, in the trial of one of these cases, 
it is ascertained that there is a squatter on the property who claims 
that he owns it, the court must immediately ask that squatter by what 
a he is on the land. Of course, he could—and in most States I 
believe this is true—plead the statute of limitations. He could say 
“T have been holding this land peaceably and cultivating a portion of 
it for more than 10 years, I have been holding out to the world that it 
belongs to me. Therefore, the court should decide in my favor.” 
Under these facts, in most States, he can prove that he has good legal 
title to that property, I don’t want this thing to go so far that the 
banks succeed in establishing claim to the Federal Reserve System, by 
getting people to believe that they own it in order that people will later 
say, “Well, they have held it peacefully for 10 or 20 years, and it be- 
longs to them.” I feel that it is time we should have an understanding 
that these banks do not belong to the private banks, that this term 
“stock” is really a misnomer, that it carries no proprietary interest of 
any kind, that a 6-percent return of the investment is all in the world 
that they are entitled to by law, and all above that 6 percent goes back 
into the public funds. Don’t you agree to that ? 

Mr. Hayes. I agree with all you say, Mr. Patman, and I think we are 
working hard to the same end in our public information activities, in 
our conversations with bankers and others. 

Mr. Patrman. The people who visit the Federal Reserve banks, such 
as at Richmond—lI don’t know about your bank—but down there they 
tell the visitors that the Federal Reserve banks belong to the member 
banks; that they are not Government institutions; that the employees 
are not Federal employees, and the Federal Reserve banks receive 
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no Federal appropriations. I think you will find that practically every 
one of the people who put on this spiel, brag about these things. I 
know they do at Richmond because I heard one of the spiels. 

We asked the person down there who showed visitors through the 
bank what visitors are told. Also I have read some of these spiels 
and pamphlets that were prepared for the guides in these different 
Federal Reserve banks, and I have yet to see one that didn’t have al- 
most identical language as to what I have repeated here. 

I wish you would look into that question in your own bank, Mr. 
Hayes. 

Mr. Hayes. Mr. Patman, we already have, and we have been quite 
careful to try to indoctrinate anyone who is acting as a guide as to the 
true situation. We even have a handbook for the guides which states 
that the member banks own the stock of the Federal Reserve banks, 
but there is nothing said in there whatsoever about owning the System 
or the banks or having a proprietary interest. 

Mr. Parman. I know, but when you stop there, Mr. Hayes, and say 
they are the only ones that own stock in the bank, that would cause 
the average person, I believe, to think that since the banks are the 
stockholders, and the only stockholders, they own the Federal Re- 
serve bank. I think that you should go further. 

Mr. Hayns. Well, we certainly do emphasize the public character of 
the organization, and the fact that the public interest is paramount 
in everything that we do. I certainly agree with you in that. We do 
distinguish between our own employees and those in civil service be- 
cause there is a valid distinction there. 

Mr. Patman. I want to ask you briefly about two other matters be- 
fore I yield to other members. The Secretary of the Treasury just 
recently announced a refunding of $514 billion of bonds due Novem- 
ber 15, 1961. Were you consulted about that, Mr. Hayes? 

Mr. Haves. There is a regular contact between the Treasury and 
the Federal Reserve Bank of New York, as fiscal agent for the 
Treasury. I have less to do with that than some of my associates 
who know more about it, but we are generally usually kept fairly well 
informed of what the Treasury is thinking about. 

However, we don’t know at the last moment what they are going 
to decide to do. They may consult us and ask our advice, but we don’t 
take any part in the decision. 

Mr. Parman. I can’t conceive of any good reason why this refund- 
ing is to take place, some 17 months before the bonds are due, in 
November 15, 1961. The bonds pay 214 percent interest. Through 
the refunding the interest rate will go to 4.19 percent and 4.22 percent. 
I can’t understand why the Government should chase down these 
holders of Government securities and say to them, “We are only pay- 
ing you 214 percent; let us pay you 4.22 percent; we want to do it; 
we know tlie bonds are not due until November 1961, but we want to 
give you the high rate now. We know it will cost the taxpayers $130 
million extra, but we just want to do it.” 

What reasoning can you assume would cause the Treasury to do 
that, Mr. Hayes? 

Mr. Hayes. Well, before going into the reasons, Mr. Patman, let me 
point out that the Congress last year passed a law facilitating such a 
transaction by making the tax-free exchange possible. 
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Mr. Parman. It wasn’t compulsory, though. _ 

Mr. Hayrxs. No, but apparently Congress felt it was desirable to 
make it easier to accomplish a refunding of this kind, as the Treasury 
indicated. Of course, the main reason, I think, for doing something 
of that kind is that the amount involved is a very large one at that 
maturity in November 1961, something on the order of $11 billion, 
if my recollection is right. 

Refunding an amount of that size is not an easy task. I think that 
it makes good sense to try to deal with that problem if possible before 
the maturity comes along. I would point out that what frequently 
happens here is that the original holders of an issue like that are 
replaced by holders who are only interested in a very short term secu- 
rity, and the nearer the bond gets to maturity, the more that is the case, 
so that if you can manage to get in there with a refunding offer before 
some of the holders who are willing to take a medium- or long-term 
issue have left that market, you may make easier your eventual task 
of refunding the issue. 

Mr. Parman. Of course, we will certainly have a different President 
next year. I can’t see why the Secretary of the Treasury should take 
it upon himself 17 months in advance, to refinance obligations at an 
increased rate of interest. Certainly you could wait until February 
1, that is, until after the next administration comes into power; you 
would have many, many months to make that refunding, Mr. Hayes. 

Mr. Hayes. Well, Mr. Patman, in my observation of debt manage- 
ment problems, it seems to me that the Treasury’s problems are om 
so large and so difficult that it pays to take steps now rather than to 
wait as a general rule. Nobody knows whether interest rates will be 
higher or lower next year and I think the Treasury is right in deciding 
that they should make some progress now and not gamble on whether 
rates will be higher or lower 6 months from now. 

Mr. Parman. Another question I want to ask you: There is always 
a lot of talk about a balanced budget and about how an unbalanced 
budget enters into the high cost of interest and everything else. In 
other words, an unbalanced budget is blamed for all of our troubles, 
and I will admit that it causes a lot of our troubles. After working 
on it several years, I have prepared and introduced a bill, Mr. Hayes, 
which would give the President of the United States the power to 
adjust income tax rates by as much as 10 percent—up or down—on 
individuals and corporations for the purpose of making sure that the 
budget is balanced if Congress should adjourn without balancing the 
budget, when times are good, and also for the purpose of making some 
payments on the national debt when times are very good. At the 
same time this would permit the Executive to give a boost to the econ- 
omy by making reductions in income and corporation taxes when there 
are signs of a depression. That way we could have a balanced budget 
and make payments on the national debt when times are good. If 
Congress wanted to improve upon the President’s actions the Con- 
gress would have the privilege of doing so. Then if there was a 
depression threatening, the President could use that power to loosen 
4 money and save us from a depression. What would you think 
about an idea of that kind? 

Mr. Hayes. Mr. Patman, I haven’t had a chance to focus on that 
problem. I think it is a very interesting question, and in principle 
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I would think that it is a desirable idea that fiscal policy should be 
more flexible if possible. As to whether that is a good way of doing 
it, whether that is practicable and workable, I couldn’t express an 
idea on it. 

Mr. Parman. I am just asking as to the general principle. 

Mr. Hayes. I think the general principle has merit. 

Mr. Parman. I yield to the other aes, ond now. 

Mr. Burke. I would just like to ask one question. 

Mr. Parman. Mr. Burke. 

Mr. Burge. Mr. Hayes, on page 6 of your testimony here, your 
statement : 

We believe that the Board of Governors should have the authority to point 
out to a nonmember bank applying for System membership such deficiencies 
as may exist in the bank’s operations and to indicate the action which the bank 
might take to meet the standards for admission to the System. 

Are there any cases where the Board has denied membership to any 
of the nonmember banks who were applying for membership ? 

Mr. Hayes. I believe there have been, Mr. Burke, but I would have 
to look that up for you. I can’t cite examples. If you would like to 
have that we will supply it. 

Mr. Burxe. I would just like a general statement as to whether 
there have been or haven’t been. 

Mr. Hayes. Counsel says there have been instances. I would think 
that recently there would have been instances, but I can’t say 
positively. 

Mr. Burke. Are there many of them ? 

Mr. Cuarxe. Could I just say this: Perhaps there haven’t been 
formal denials on the record but after a conference between the ap- 

licant and the supervisor the application may have been withdrawn 

ause of reasons that were made evident to the applicant during the 
conference. I cannot answer the question as to the number of these 
because this is a nationwide problem as you recognize, Mr. Burke, and 
we have information only as respects our own district, but the Board 
of Governors could certainly give you precise information on the 
subject of your inquiry. 

Mr. Parman. Mr. Johnson ? 

Mr. Jounson. In reading over your statement, at page 5 you com- 
mented upon the nonmember banks and the benefits on the small 
country banks and you noted that the reserve requirements are fre- 
quently higher than those required by State law and that these im- 
mobilize funds that would otherwise go to earning income. Would 
you not agree that the law passed last year with respect to the count- 
mg of all cash made a significant contribution toward minimizing 
that difference ? 

Mr. Hayes. Yes, I certainly would. I think that was one of the 
big differences between reserves required under State law and under 
Federal Reserve law prior to that change. Of course, it still hasn’t 
been implemented to the full extent, but at such time as it might be, 
it would eliminate one very important difference. 

Mr. Jounson. But certainly the Congress was cognizant of the 
point you raised and the legidiation last year adds it to the law—— 

Mr. Hayes. I think it was very desirable. 
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Mr. Jounson. At the top of page 5 of your testimony you raise 
what is perhaps the most difficult question that faces the Congress 
and the administration and I want to pursue it just a little bit be- 
cause I think the public does get confused here. 

The President is elected by a partisan political process which is 
presently coming to fever heat. am leaving this afternoon to at- 
tend my own district convention where I hope my party will see fit 
to redesignate me and I will enter an election contest this fall. This 
is necessarily a partisan activity unless we all become Nebraskans 
and join a nonpartisan system—and I am told by a few cogent ob- 
servers of that system that this encourages the truly independent 
prima donna upon occasion and discourages the kind of cooperative 
relationships by which parties do provide a piece of machinery by 
which decisions can be hammered out among contending forces. 

In other words, to make decisions through the governmental proc- 
ess has (notwithstanding Mr. Washington’s Farewell Address) de- 
pended very heavily upon party, and indeed upon occasion upon 
factions that do not agree. This is almost an inescapable part of 
democracy and we ought not damn or demean the fact that partisan- 
ship is a necessary part of the political process. 

Mr. Hayzs. I quite agree. I had no intention of conveying any 
such impression. 

Mr. Jounson. Under those circumstances, therefore, we should 
not read into what you said the notion that somehow governmental 
decisions can be made without reference to political parties or the 
facts of our public political life. You didn’t mean to suggest that 
somehow it would be better if we didn’t have to use this kind of 
system for making such decisions ? 

Mr. Hayes. No, sir, I certainly am in full agreement as to the 
great value of the party system for our political structure. I was 
merely pointing out that in a central bank, in the day-to-day opera- 
tions of a central bank, I believe that it is probably useful not to 
have partisan points of view, and I think the Congress in setting up 
the Federal Reserve System probably had that in mind. 

Mr. Jounson. Well, let’s grant at least from the standpoint of the 
Congress, we cannot make day-to-day decisions. We make no effort 
to do so in practical fact, we prescribe general law, we legislate and 
we trust the executive agencies of the Government to make the day-to- 
day administrative decisions within the framework of some policy 
which we have hammered out or which may be a part of executive 
policy. 

The question, I might add parenthetically, Mr. Chairman, occurs to 
me, Do you believe that the Federal Reserve System is a part of the 
executive branch of Government or do you not? 

Mr. Hayes. I have difficulty answering that because I think that it 
is a question for lawyers, and I am not a lawyer. I don’t know, but I 
am satisfied completely in my own mind that it is not subject to 
direction by the executive branch in its day-to-day operations. 

Mr. Jounson. It is not an executive branch in the same sense that 
the Department of State or Treasury is an executive department. It 
is not under a Cabinet officer who serves at the pleasure of the Presi- 
dent ? 

Mr. Hayes. There is an essential difference there, yes. 
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Mr. Jounson. No President will normally be in a position to re- 
appoint the man he appoints in the first instance. These safeguards 
were written in. But on the other hand, do you think there is some 
risk that the Federal Reserve could fall into the same condition that 
many regulatory agencies in our country over its lifetime have fallen 
into? It has been observed frequently that the regulated frequently 
are able to so affect the regulators that the regulators are ending up 
serving the interests of the regulated, rather than of the public who 
gave them birth in a legal sense, in order to perform some public 
service. Would you agree that this has at least occurred from time 
to time in other areas? 

Mr. Hayes. Well, I am not an expert in other areas, Mr. Johnson, 
so I wouldn’t know. It may have, and if it has I would deplore it. 
I don’t think that it has happened in the Federal Reserve System. 
In fact, I would like to stress, referring to that and also to a previous 
comment of Mr. Patman, that in my observation the bankers are not 
in a position to have any substantial influence over what we are doing, 
even if they wanted to; and I haven’t seen any evidence that they 
believe that they can or should. 

Mr. Jounson. If I fully shared your views on this point I would be 
most happy to say so right now. I must confess that my experiences 
here this past year did shake me slightly. I read with some dismay a 
memorandum submitted by the staff of the Federal Reserve in con- 
junction with the passage of the vault cash bill, which seemed to sug- 
gest to me a greater concern about greater profits for the banks, and 
their earning asset position, than it did with the burden of the public 
debt upon the taxpayer. I must say to you frankly that my own views 
with respect to the influence of the regulated on the regulators and 
indeed perhaps upon the Treasury itself have been modified by the 
experience of the past year in which it was clearly conveyed that an 
8- to 10-percent return on the bank’s capital structure did not compare 
favorably with industrial earnings of 12, 15 percent or more, and that 
therefore the policies of the Federal Reserve should be modified in a 
direction which would apparently increase the bank earnings. I must 
say that the historical record of the gradual lowering of reserve re- 
quirements as a way of expanding the money supply, rather than pur- 
chase by the Federal Reserve of additional Government bonds asa way 
of increasing the reserves of the member banks, appears to provide 
corroborative evidence in support of that conclusion. If you would 
care to comment on either or both of those, either now or in writing 
subsequently, believe me, I would be most appreciative. 

Mr. Hayes. Well, I would be glad to comment briefly right now. 
I think that the Federal Reserve System has a very legitimate interest 
in seeing that we have a healthy banking system and a growing bank- 
ing system that is able to take care of a growing country. 

Mr. Jounson. We have no quarrel with that. 

Mr. Hayes. I don’t think that we have any preconceived notion of 
how much a bank ought to earn and I don’t think that there is any 
hard and fast rule that would enable us to say the banks are earning 
too much or too little. I don’t honestly know whether they are earning 
too much or too little. I think the important thing is that they should 
earn enough so that they are willing to expand their facilities in 
accordance with the economy’s needs. I think that by and large they 
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seem to have been able to do that, so I don’t see any great evidence that 
they are earning too little. : 

On the other hand, I don’t see any evidence that they are earning 
too much either. 

Mr. Jounson. I was discussing the Federal Reserve, sir, and merely 
offering the observation that they had seen fit to submit to this com- 
mittee a document presumably with their approval that seemed quite 
clearly to convey an official attitude that I understood to mean that 
they thought banks weren’t earning enough. 

Mr. Hayes. Well, I think that document that you speak of, Mr. 
Johnson, was submitted by the Board of Governors. 

Mr. Jounson. Yes, it was. 

Mr. Hayes. The Board staff’s memo of January 29, 1959, submitted 
to Congress, I believe. I haven’t read it over recently and I don’t 
know the reasoning they adduced. I think you ought to ask them. 

Mr. Jomnson. Asa matter of fact, my informal conferences seemed 
to confirm the impression the document gave me, and therefore I was 
unable to be relieved of my sense of alarm, because, as Mr. Reuss re- 
marked earlier, our client today, during our term of office, is the U.S. 
public. They are the people whom we represent and who are the tax- 
payers; and the interest burden of the public debt is becoming quite 
onerous. We have a very legitimate concern for the rapid increase in 
the cost of the public debt, and the increase in taxes we are called 
upon to levy in order to pay that. It is our feeling that in protecting 
the Federal Reserve from the pressure of the political process, we may 
be in danger of detaching them altogether from the obligation of pub- 
lic service and public concern for the taxpayer which must be a con- 
tinuing concern of ours. 

Mr. Hayes. I agree entirely and I think we have that public in- 
terest at heart. I would say about reserve requirements—I will pref- 
ace this by saying this is an area of responsibility of the Board of 
Governors and I am just expressing personal opinions here. While 
we have our views and exchange views on this subject constantly, we 
have no authority ourselves in the area of reserve requirements. 

Mr. Jounson. I understand, and I was referring to the whole Sys- 
tem, not to your New York bank. 

Mr. Hayes. But the fact that they have been lowered, I think, a 
number of times reflects the fact that they had been raised historically 
to very high levels because of special circumstances both during the 
1930’s and during the late 1940's, and they had gotten up to near the 
top limit of the statutory provisions. That in itself might argue for 
-getting them a little lower because I think we ought to have leeway 
to move either way. 

Mr. Jounson. I would love to discuss that issue further, but I yield, 
Mr. Chairman. 

Mr. Parman. Mr. Multer? 

Mr. Mouurer. I have had a little time to hastily analyze the state- 
ment submitted by Mr. Martin on June 3 in which he submits to us 
some information with reference to the central banks of some 73 
foreign countries. He very properly, I think, excludes any central 
banks in Communist countries because, as he says, they are so com- 
pletely dominated by their governments that: the legal provisions con- 
cerning capital and selection of management are immaterial. From 
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my analysis I find here there are only 8 countries of the 73 where 
all of the stock is privately owned and I dare say that in none of those 
8 countries do they have a stable currency. The remarkable 
thing, I think here is, and I have the utmost. respect for the British 
bankers and the British system of banking, the central banks in the 
countries—there are some 25 I believe that were either part of the 
British Commonwealth or have only recently left the British Com- 
monwealth, in every one of those countries but one, the central bank is 
owned absolutely and completely by the Government. and there is no 
pet pw owned stock and in the one exception, I won’t ask you but 

will say it, I have no respect as of today for the government of that 
particular British Dominion—we won’t get into that political discus- 
sion. 

Mr. Hayes. Mr. Multer, I wouldn’t for a moment argue that you 
can’t have a well-run central bank wholly owned by the Government, 
and I recognize the fact that. most of the well-run central banks are 
wholly owned by the Federal Government. I would point out, how- 
ever, that there are conspicuous exceptions, and I think you over- 
looked one, which is Italy, where the stock is entirely privately owned, 
and it has one of the most stable currencies in the world today. 

Mr. Moutrer. And there I think you will find that it is a condition 
of being a part of the banking system that the bank must. subscribe and 
that is the way they got some of their capital. The Government didn’t 
have the money and they have been able to stabilize their currency by 
requiring these banks to take part of their capital and put it into the 
central bank to stabilize their currency. For that statement I rely 
on the conferences that. I had only last year with the bankers, the 
private bankers, and with the men who are running the central bank 
of Italy. 

Mr. Hayes. They are good friends of mine. I was over there just 
last month, Mr. Multer. 

Mr. Mutter. Now, to go to another subject for a moment and with 
the limited time that we have, we can hardly explore the entire sub- 
ject, but what are the total assets of the Federal Reserve Bank of New 
York? 

Mr. Hayes. Well, I have our annual report which shows, at the 
end of 1959, $13,415 million approximately. 

Mr. Muurrr. And of that how much represents capital subscribed 
by the banks that are within that district ? 

Mr. Hayes. Well, I would point out that capital is a liability and 
not an asset, but—— 

Mr. Murer. Yes; but cash paid in gets into the asset column, does 
it not ? 

Mr. Hayes. Capital paid in was $110 million and the surplus was 
$221 million and total other capital accounts, $2 million, approxi- 
mately, giving total capital accounts of $333 million. 

Mr. Mouurer. If the contingency that I think—and you will prob- 
ably agree with me—is almost impossible happens, that the Federal 
Reserve Bank of New York became insolvent because of some catas- 
trophe or some embezzlement or theft, which also I believe is almost 
impossible, is there any doubt in anybody’s mind that the 17.S. Gov- 
ernment and its Treasury would stand behind that bank 100 percent 
and pay every nickel of its liabilities? 
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Mr. Hayes. I hope there is no doubt of that kind, and I wouldn’t 
regard its capital as sufficient to protect against a major catastrophe 
of that kind. 

Mr. Mutter. And if the time came that it didn’t have the money to 
pay its liabilities, the U.S. Treasury and U.S. Government would 
make good any deficit or any loss that couldn’t be made up out of 
capital. That is implicit in the Federal Reserve System as we have 
set it up, is it not ? 

Mr. Hayes. I think so. I think that would probably be true for 
a large insurance company, too, if they were about to go—— 

Mr. Muurer. Well, with the exception of the National Life Insur- 
ance Co., which is a veterans’ insurance project, there is no U.S. Gov- 
ernment sponsorship to them. 

Mr. Hayes. No. 

Mr. Muurer. If they went broke, they would have to come to the 
Congress crying and looking for help, which they may or may not get. 

Mr. Hayes. I am merely saying if there were a national disaster 
which impaired the financial strength of most of our big financial 
institutions, I imagine the Government would do something about it, 
and I hope they would, too. 

Mr. Muurer. We did it when we had a mortgage fatality through- 
out the country by setting up the Home Owners Loan Corporation, 
which came to the rescue of mortgagees and the mortgagors, and did 
a good job, but, as a matter of actual banking fact, the money sub- 
scribed or paid in by the member banks in the Federal Reserve System 
into each of the Federal Reserve banks is no assurance at all, is really 
no part of the assurance of liquidity or guarantee of liabilities, it is 
so small ? 

Mr. Hayes. I wouldn’t go that far, Mr. Multer, in my own analysis 
of it. I would say because of the fact that we are set up with a con- 
ventional accounting structure and the use of corporate capital ac- 
counts, We are in a position where we would be able to absorb through 
those funds pretty large losses if they should occur. We don’t foresee 
any such losses, but we would be able to take them in stride and go 
on without having to call in the Government for help. 

Mr. Murer. With the exception of the possibility of there still 
being some RFC preferred stock outstanding, do you know of any 
banks that are members of the Federal Reserve System that have any 
preferred stock ? 

Mr. Hayes. My associate says he doesn’t know of any in our district, 
and I don’t personally know of any. 

Mr. Muurer. I don’t think there are any. 

The reason I asked the question was this: These stockholders of the 
private banks that are members of the System get dividends only at 
the time their board of directors fix and they are limited to a portion 
of the profits, and never at a fixed amount. 

Mr. Hayes. You are speaking of the common stockholders? 

Mr. Mutrer. Yes, of the members of the System. 

Mr. Hayes. That is correct. 

Mr. Murer. Then why should there be a fixed dividend paid on 
the stock issued to these members. Why shouldn’t the board of di- 
rectors decide also each year how much of a dividend, if any, should 
be paid ? 
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my analysis I find here there are only 8 countries of the 73 where 
all of the stock is privately owned and I dare say that in none of those 
8 countries do they have a stable currency. The remarkable 
thing, I think here is, and I have the utmost respect for the British 
bankers and the British system of banking, the central banks in the 
countries—there are some 25 I believe that were either part of the 
British Commonwealth or have only recently left the British Com- 
monwealth, in every one of those countries but one, the central bank is 
owned absolutely and completely by the Government. and there is no 
— owned stock and in the one exception, I won’t ask you but 

will say it, I have no respect as of today for the government of that 
particular British Dominion—we won’t get into that political discus- 
sion. 

Mr. Hayes. Mr. Multer, I wouldn’t for a moment argue that you 
can’t have a well-run central bank wholly owned by the Government, 
and I recognize the fact that. most of the well-run central banks are 
wholly owned by the Federal Government. I would point out, how- 
ever, that there are conspicuous exceptions, and I think you over- 
looked one, which is Italy, where the stock is entirely privately owned, 
and it has one of the most stable currencies in the world today. 

Mr. Mutter. And there I think you will find that it is a condition 
of being a part of the banking system that the bank must subscribe and 
that is the way they got some of their capital. The Government didn’t 
have the money and they have been able to stabilize their currency by 
requiring these banks to take part of their capital and put it into the 
central bank to stabilize their currency. For that. statement I rely 
on the conferences that. I had only last year with the bankers, the 
private bankers, and with the men who are running the central bank 
of Italy. 

Mr. Hayes. They are good friends of mine. I was over there just 
last month, Mr. Multer. 

Mr. Mutter. Now, to go to another subject for a moment and with 
the limited time that we have, we can hardly explore the entire sub- 
ject, but what are the total assets of the Federal Reserve Bank of New 
York? 

Mr. Haves. Well, I have our annual report which shows, at the 
end of 1959, $13,415 million approximately. 

Mr. Mouurrr. And of that how much represents capital subscribed 
by the banks that are within that district? 

Mr. Hayes. Well, I would point out that capital is a liability and 
not an asset, but—— 

Mr. Mutter. Yes; but cash paid in gets into the asset column, does 
it not? 

Mr. Hayes. Capital paid in was $110 million and the surplus was 
$221 million and total other capital accounts, $2 million, approxi- 
mately, giving total capital accounts of $333 million. 

Mr. Mutter. If the contingency that T think—and you will prob- 
ably agree with me—is almost impossible happens, that the Federal 
Reserve Bank of New York became insolvent because of some catas- 
trophe or some embezzlement or theft, which also I believe is almost 
impossible, is there any doubt in anybody’s mind that the U.S. Gov- 
ernment and its Treasury would stand behind that bank 100 percent 
and pay every nickel of its liabilities? 
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Mr. Hayes. I hope there is no doubt of that kind, and I wouldn’t 
regard its capital as sufficient to protect against a major catastrophe 
of that kind. 

Mr. Muurer. And if the time came that it didn’t have the money to 
pay its liabilities, the U.S. Treasury and U.S. Government would 
make good any deficit or any loss that couldn’t be made up out of 
capital. That is implicit in the Federal Reserve System as we have 
set it up, is it not ? 

Mr. Hayes. I think so. I think that would probably be true for 
a large insurance company, too, if they were about to go—— 

Mr. Murer. Well, with the exception of the National Life Insur- 
ance Co., which is a veterans’ insurance project, there is no U.S. Gov- 
ernment sponsorship to them. 

Mr. Hayes. No. 

Mr. Muurer. If they went broke, they would have to come to the 
Congress crying and looking for help, which they may or may not get. 

Mr. Hayes. I am merely saying if there were a national disaster 
which impaired the financial strength of most of our big financial 
institutions, I imagine the Government would do something about it, 
and I hope they would, too. 

Mr. Murer. We did it when we had a mortgage fatality through- 
out the country by setting up the Home Owners Loan Corporation, 
which came to the rescue of mortgagees and the mortgagors, and did 
a good job, but, as a matter of actual banking fact, the money sub- 
scribed or paid in by the member banks in the Federal Reserve System 
into each of the Federal Reserve banks is no assurance at all, is really 
no part of the assurance of liquidity or guarantee of liabilities, it is 
so small ? 

Mr. Hayes. I wouldn’t go that far, Mr. Multer, in my own analysis 
of it. I would say because of the fact that we are set up with a con- 
ventional accounting structure and the use of corporate capital ac- 
counts, We are In a position where we would be able to absorb through 
those funds pretty large losses if they should occur. We don’t foresee 
any such losses, but we would be able to take them in stride and go 
on without having to call in the Government for help. 

Mr. Muurer. With the exception of the possibility of there still 
being some RFC preferred stock outstanding, do you know of any 
banks that are members of the Federal Reserve System that have any 
preferred stock ? 

Mr. Hayes. My associate says he doesn’t know of any in our district, 
and I don’t personally know of any. 

Mr. Murer. I don’t think there are any. 

The reason I asked the question was this: These stockholders of the 
private banks that are members of the System get dividends only at 
the time their board of directors fix and they are limited to a portion 
of the profits, and never at a fixed amount. 

Mr. Hayes. You are speaking of the common stockholders? 

Mr. Mutrer. Yes, of the members of the System. 

Mr. Hayes. That is correct. 

Mr. Murer. Then why should there be a fixed dividend paid on 
the stock issued to these members. Why shouldn’t the board of di- 
rectors decide also each year how much of a dividend, if any, should 
be paid ? 
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Mr. Hayes. I think Mr. Patman and I went into that quite a while 
ago and I thought I covered it in my statement, but I think this is an 
entirely different breed of cat from the stock of an average privately 
owned corporation, and it should certainly not be treated in the same 
way as the stock of a private corporation; and any residual earnings, 
in view of the public interest in the System, should not go to the stock- 
holders, but should go to the Federal Government, as they do. 

Mr. Mutrer. Isn’t it a fair statement to say that the only things that 
attach to the stock issued by the Federal Reserve banks is the word 
“stock” and the word “dividends,” and other than those two words 
being so applied, they are not really dividends and they are not 
really stock, and the certificate has no other indicia of any stock of 
any penperation or any bank, neither proprietorship nor the right to 
vote ¢ 

Mr. Hayes. Well, might I point out that it does carry with it a 
right that is very important and is in keeping with corporate custom, 
and that is the right to elect directors. 

Mr. Mutrer. Well, no matter what amount of stock a bank owns 
that bank depends on its classification for its right to vote and then 
has only one vote within its class, isn’t that so? 

Mr. Hayes. That is correct. 

Mr. Mctrer. And when we issue stock in any other corporation 
or in a bank that is a member of the System, every share of stock 
carries a vote and if I own a thousand shares of stock I have a thousand 
votes. 

Mr. Hayes. Well, I think this was a provision which Congress in 
its wisdom put into the law to prevent the larger banks from having 
an undue influence over the smaller ones in the same group. 

Mr. Mutrrr. And under both these bills that we are considering 
that is not touched, that right to vote continues, that right to elect 
directors and that right to manage to that extent remains that way. 

Mr. Hayes. Right. 

Mr. Mctrer. All we do in both of these bills is take away the word 
“stock” and the word “dividend,” neither of which in my opinion 
has any right to be applied to this deposit that is paid in by these 
member banks. 

Mr. Hayes. I understand, and I am glad the present bill does leave 
untouched the procedure as to election of directors. I also feel that 
it is very questionable whether that change should be made and whether 
it isn’t more than just a change of words. 

Mr. Mutter. Now, the only other objection I gather from your tes- 
timony that I haven’t touched upon is the alleged benefit provided by 
stock ownership which furnishes information to bankers and so forth. 
The fact of the matter is that anyone who writes to your bank, banker 
or nonbanker who wants any of your publications is put on your mail- 
ing list and gets the publications, isn’t that so? 

Mr. Hayes. I think that is substantially right, yes. 

Mr. Motrer. As a matter of fact your publications are not. only 
sent to your member banks as a matter of course, but are also sent 
throughout the district to many nonmembers, isn’t that so? 

Mr. Hayes. I believe that is true, yes. 

Mr. Morrrr. So as far as information is concerned, as to the oper- 
ation and the good that the system does and the good that the bank 
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does and all of the other operations in aiding the economy, it is avail- 
able to the whole public even though they don’t own a single share of 
stock ? 

Mr. Hayes. Well, I think that is true, but there are a great many 
other benefits that only go to members. 

Mr. Murer. My time is up. 

Mr. Parman. Mr. Oliver, you wanted to ask questions. 

Mr. Outver. Thank you, Mr. Chairman, I am here, of course, 
through the courtesy of the subcommittee and I hesitate to take too 
much time. 

There are two or three questions that do occur to me that bother 
me. I have been interested in this subject for some time and I would 
like to say, Mr. Hayes, that I have enjoyed your testimony and the 
statements here very much. I feel that your mind is reasonably open 
to new suggestions if these might be termed “new suggestions.” 

Mr. Hayes. Thank you, sir. 

Mr. Ontver. Your statement would lead me to believe there is a 
contention that there is no proprietary interest in this so-called stock 
which the member banks have subscribed to. 

Mr. Hayes. No proprietary interest in the sense in which that 
phrase is usually used ; that is correct. 

Mr. Oxtver. And one could draw the assumption from that, then, 
that the Federal Reserve Banking System is a publicly owned system. 

Mr. Hayes. I think it is essentially a system identified with the 
public interest. 

Mr. Oniver. You would not say categorically it is a publicly owned 
institution ? 

Mr. Hayes. That isa complex point. I certainly wouldn’t say it is 
privately owned. I would say the stock is owned by private interests. 
What that makes the ownership of the System is very difficult to de- 
fine, but I certainly would agree in spirit with what you say, that it is 
a publicentity. I don’t know whether my associate here could enlarge 
on that or not. 

Mr. Crarke. It is very difficult, Mr. Oliver, but in response to an 
observation that was made earlier I did take out a copy of the report 
rendered by Mr. Patman’s subcommittee of the joint committee in 
1952 in which the attempt had been made to classify the System, and I 
have always admired extravagantly these words which I found in 
the report at page 51, on that subject: “The Federal Reserve System 
has been a helpful institutional development. Its roots are sunk 
deeply in the American economy and it has borne good fruit. This is 
more important than that each portion of it be subject to classification 
by species and genus according to the rules of a textbook on public 
administration. But, one fact with respect to the legal status of the 
Federal Reserve banks stands out, and it is the only fact of impor- 
tance. Congress created the Federal Reserve banks and Congress can 
dissolve them or can change their constitution at will. On dissolu- 
tion the entire surplus of the banks would become by law the property 
of the United States. Ultimately they are creatures of Congress.” 

Mr. Ottver. Well, that is pretty much saying, is it not, that it is 
publicly owned ? 

Mr. Crarke. Not at present. That is to say 

mrs Oravan. You mean upon dissolution it would be. publicly 
owned ? 
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Mr. Cuarke. Yes, sir. 

Mr. Parman. Just a minute, if you insist on that you are changing 
all of Mr. Hayes’ testimony. 

Mr. CuarKe. I have no intention to do that, sir. 

Mr. Parman. Maybe you can nail it down by just saying it is not 
privately owned. 

Mr. Hayes. Iam perfectly willing to say that. 

Mr. Parman. You are willing to say that it is not privately owned, 
aren’t you ? 

Mr. Crarke. I am perfectly willing to say that. I think, Mr. Pat- 
man, as your subcommittee said so well in 1952, it is not possible to 
classify the system by species and genus according to the rules of a 
textbook on public administration. 

Mr. Parman. In that report you will find that we referred to it as 
an instrumentality of the Government. 

Mr. Hayes. I would be perfectly willing to accept that description. 

Mr. Ouiver. I don’t suppose you would be willing to support a piece 
of legislation which would express it as the feling and sense of Con- 
gress that it is publicly owned ¢ 

Mr. Hayes. I don’t believe, frankly, that this is of great importance, 
provided the intent was not to change the present structure, which I 
think has definite advantages. 

Mr. Oxtver. Well, why I think it is important, at least it is to me, 
Mr. Hayes, is this: I am concerned about the thinking of the average 
person in connection with the Government securities which are in the 
portfolio of the Federal Reserve System. Am I correct in my assump- 
tion that those are publicly owned ? 

Mr. Hayes. Those are owned by the Federal Reserve banks. 

Mr. Oxtver. And then it naturally follows that there is a chain re- 
action that if the Federal Reserve System is publicly owned the securi- 
ties are publicly owned and by the same token if the Federal Reserve 
System is not privately owned, or that we can’t get a clear definition 
as to who does own it at present, then these securities are without 
ownership, so to speak. 

Mr. Crarxe. They are owned by the banks. 

1 a Hayes. They are owned by the banks, the Federal Reserve 
anks. 

Mr. Outver. So that the interest from those securities, other than the 
6 percent and other than the expenses of the bank which are taken out 
of those earnings, as I understand the situation, returning to the 
Treasury of the United States, really shouldn’t be paid over to the 
Treasury of the United States, but should be held by the Federal 
Reserve System. 

Mr. Hayes. Well, as I understand it, the Board of Governors has 
a mechanism under section 16 whereby it assesses the rate of interest 
on the uncovered notes of the banks, and that rate of interest is paid 
to the Treasury as the vehicle whereby all of these excess earnings 
over the 6 percent are transferred to the Treasury. 

Mr. Ontver. It is only in the form of a dividend being paid back to 
the Treasury or something of that sort. 

Mr. Hayes. It is in the form of interest. 

Mr. Ontver. Well, it is a little bit difficult for me to understand the 
status of the Federal Reserve System as you have described it here, 
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other than that it is hanging here in midair somewhere with no de- 
termination and therefore I should think that it be very desirable 
that a determination should be made definitely. 

Mr. Hayes. Well, as I said earlier, Mr. Oliver, I think one of the 
great, merits of our central banking system is that it does have a rather 
unique status, very close to Government but not a part of the executive 
branch of the Government. 

Mr. Oxtver. Well, I won’t belabor the point, Mr. Hayes. Thank 
you for your response. I would just like to just get your reaction to 
one other phase of this problem that concerns me and that is this: 
In checking on several textbooks in our universities and colleges on 
banking and currency, I find that there is a great divergence of opinion 
as to any public interest in the Federal Reserve System. It seems to 
be almost a consensus of opinion in these textbooks that the System is 
privately owned. 

Mr. Hayes. Well, I haven’t seen the books in question. I deplore it 
if it is true. 

Mr. Oxtver. I note here one entitled “Money and Banking” by 
Charles L. Prather, who is a Ph. D., Homewood, Tl. The date of 
publication is 1957, the publisher is Richard D. Irwin, Inc., of Home- 
wood, Ill., and in a summary in that textbook it is stated that the 
activities of central banks the world over are not too different from 
those of the Federal Reserve banks in the United States except that 
most foreign central banks are owned by their governments, and that 
certainly carries the wrong implication, it seems to me. 

Mr. Hayes. I wouldn’t agree with that statement. I think it is a 
form of shorthand for saying the stock is owned by the Government. 

Mr. Ottver. Here is another one entitled “Money and Banking” by 
Raymond P. Kent, Rinehart & Co. are the publishers, 1956, and taking 
an excerpt from one of their paragraphs, it says the United States is 
exceptional in this regard since the member banks are the exclusive 
owners of the Federal Reserve banks. This is an excerpt taken from 
one paragraph. You certainly would not agree with that either, 
would you? 

Mr. Hayes. No, I would not. 

Mr. Ontver. Here is another one called “The Economics of Money 
and Banking, Revised Edition,” Harper & Bros. are publishers, 
1948, in which it states the Federal Reserve banks are owned wholly 
by their member banks. That again would not be agreed to by you, 
Mr. Hayes? 

Mr. Hayes. I certainly wouldn’t agree to it, and I have understood 
that that has been revised. I may be wrong in that. 

Mr. Oxtver. That was in 1948. 

Mr. Hayes. You suggest to me that our educational activities 
should be stepped up a little bit. 

Mr. Onxtver. I find another one entitled “Banking Systems,” Colum- 
bia University Press, 1954, and this is the quote : 

Although the Federal Reserve banks are public institutions, their stock is 
held by the member banks. 

Mr. Hayrs. That is a correct statement. 

Mr. Ottver. Do you mean to say that all of the stock is held by 
the member banks ? 

Mr. Hayes. That is correct. 
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Mr. Ouiver. There is no explanation that this does not carry 
proprietary interest. ; ere 

Mr. Hayes. I think when it calls them public institutions, that is 
in clarification of that point. 

Mr. Ontver. Another one which has been called to my attention, I 
haven’t happened to have seen it personally, is entitled, “Money and 
Banking” by Weldom Wefling, American Institute of Banking, Amer- 
ican Bankers Association, published in 1958, and here the statement 
is categoric: The member banks own the 12 Federal Reserve banks. 

Mr. Hayes. That I would disagree with entirely. 

Mr. Ontver. I know you do because you have stated here in your 
prepared statement that that is your feeling. 

Mr. Jounson. Would the gentleman yield? Unhappily that is the 
text that will in all probability be used by the bank employees, as you 
well know, if they take A.I.B. courses in money and banking. 

Mr. Ortver. I have just one other question. 

Mrr. Parman. You may insert those excerpts and any explanation 
you desire in connection with your comments. 

Mr. Hayes. I think we should take steps to dispel any conflicts 
that exist. 

Mr. Parman. Your correspondence is going to increase, Mr. Hayes. 

Mr. Oxtver. May I say this: Someone, somewhere along the line, 
should take enough interest in the System as a whole to make cor- 
rections of these misconceptions. 

Mr. Hayes. I would agree with you. 

Mr. Outver. Thank you very much. I notice in your statement 
you have stated that you are carrying out a continuing program of 
public information as to the role and functioning of the Federal Re- 
serve System and certainly in the light of that, I can understand why 
you have just made the observation you have. However, I noticed in 
the June 13 issue of U.S. News & World Report, that the Federal 
Reserve Bank of New York advertised, or the latest pamphlet of the 
Federal Reserve Bank of New York was advertised and in that pam- 
phlet apparently there was no mention whatsoever as to the ownership 
of bank stock, or the ownership or control of the System; you probably 
feel there is no need of putting that in, including that. 

Mr. Hayes. I am sorry, sir, I am not sure which pamphlet you are 
referring to. 

Mr. Ottver. Well, June 13, U.S. News & World Report, there is 
advertised in quotes as “free,” the latest pamphlet of the Federal 
Reserve Bank of New York. 

Would that mean an informational pamphlet that you put out ? 

Mr. Hayes. I think I will let my associate, Mr. Roosa, comment. on 
that, as he is in charge of our research department, and they know 
what that is. 

Mr. Roosa. I haven’t seeen the reference, sir, but I think this must 
refer to what some of us with a slight blush refer to as a comic book 
which we put out for use in the secondary schools. That is the only 
thing that has been released just recently and to the best of my knowl- 
edge, this question would be covered there and would be covered ade- 
quately. It wasn’t, in this particular case, my direct responsibility 
and I can’t speak with absolute certainty. 
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Mr. Ottver. Well, is it the policy of the bank to continue this comic 
strip, so to speak ? 

Mr. Roosa. Yes. 

Mr. Outver. In that case, would it be the policy of the bank to carry 
at some time a story that there isn’t any proprietary interest that goes 
with the so-called stock ? 

Mr. Roosa. Yes, we have done that, and I think beyond that, there 
is another misconception which occurs much more frequently—and 
that is, the banks think that they give us the reserves on which we 
operate and that, too, is a misconception. 

We encounter that frequently, and as you know, we create those 
reserves under the authority that has been described here. 

Mr. Parman. In other words, they get them free? 

Mr. Roosa. Indeed, Mr. Patman has frequently made use of the 
article that appeared in our monthly review and which has been 
reprinted in a pamphlet and which we would like to have every 
banker read and which we find sometimes they don’t read; but we 
are doing our best on that one, too. 

Mr. Ontver. Well, I am sure that you are. I noticed also in a 
pamphlet published by the Reserve Bank of Minneapolis which is 
circulated by the New York Reserve Bank, that one of these pam- 
phliets at least carries a statement that the Federal Reserve banks are 
nominally owned by their member banks. 

Now, is that in agreement with your thinking, Mr. Hayes? 

Mr. Hayes. Well, without looking at the context, I don’t know 
whether “nominally” would be an adequate proviso to cover the 
special character we have spoken of, the special public character of 
these banks. I just don’t know. 

(The exhibit submitted by Mr. Oliver is as follows :) 


STATEMENTS FROM COLLEGE TEXTBOOKS AND OTHER SOURCES ON THE QUESTION 
or WHO OWNS THE FEDERAL RESERVE BANKS 


From “Money and Banking,” by Charles L, Prather, Ph. D., Pd. D. Richard 
D. Irwin, Inc., Homewood, Ill, publisher, 1957, pages 632 and ix. _[Emphasis 
added]: 


Chapter XXXIT 


ForREIGN BANKING SYSTEMS 


* He * * 7 
SUMMARY 
* * * ok * 


“* * * the activities of central banks the world over are not too dif- 
ferent from those of the Federal Reserve banks in the United States 
except that most foreign central banks are owned by their govern- 
ments.” 

PREFACE 


* ue a * * 


“Over the last twenty years, the list of those to whom the author is 
indebted for their assistance in writing this edition and preceding edi- 
tions has become so long ‘as to prevent adequate individual acknowl- 
edgment. His debt to the staffs of the Board of Governors of the 
Federal Reserve System, the Federal Reserve banks, the Federal De- 
posit Insurance Corperation, and other agencies as well as to the 
teachers of money and banking who have used earlier editions of this 
textbook is hereby acknowledged. 
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“In the preparation of this edition, the author is particularly in- 
debted to his colleagues Professor Irving O. Linger and Mr. Albert H. 
Cox, Jr., who were most generous with their time and helpful with their 
suggestions, as were the following for earlier editions: Professors D. 
H. Bellemore, F. 8. Doody, and A. C. Neal of Boston University, Dr. 
Charles E. Walked of the Federal Reserve Bank of Dalias, Professor 
J. W. Bell of Northwestern University; Professors R. A. Graves and 
J. W. Stehman of the University of Minnesota; and Dr. J. K. Langum, 
vice-president of the Federal Reserve Bank of Chicago. In preparation 
of this volume, as for all preceding editions, the author is deeply in- 
debted to his wife, Katherine F, Prather.” 

G7, i. P. 

THE UNIVERSITY OF Texas, September 1956. 


From “Money and Banking,” by Raymond P. Kent. 


New York, publisher, 1956, pages 374-3875 : 


From “The Economics of Money and Banking,” by Lester V. Chandler. 


OWNERSHIP, EARNINGS, AND ADMINISTRATION OF CENTRAL BANKS 
OW NERSHIP 


In a second group of central banks, ownership rests entirely in pri- 
vate hands; this group includes the central banks of the United States, 
Italy, and South Africa. From most of the central banks within this 
group, limitations as to who may be stockholders and as to the amount 
of their holdings are generally absent. The United States is excep- 
tional in this regard since the member banks are the exclusive owners 
of the federal reserve banks, and since the stock held by each member 
bank is subject to a specific limit. 


edition, Harper & Bros., publisher, 1948: 


From “Principles of Money and Banking,” by Hiram L. Jome. 


OWNERSHIP OF THE FEDERAL RESERVE BANKS 


“* * * Tn reality, no stock of the Federal Reserve banks has been 
sold to either the public or the government, and even the member banks 
have paid in only half of their subscriptions. Thus, the Federal Reserve 
banks are owned wholly by their member banks, each member bank 
having paid in to its Federal Reserve bank an amount equal to 3 percent 
of its own paid-up capital and surplus.” 


Irwin, Inc., Homewood, Ill., publisher, 1957, pages 240-241: 


From “Banking Systems,” edited by Benjamin Haggott Beckhart. 


The past two decads have witnessed a strong trend toward the 
nationalization of central banks. In the early 1930’s there were govern- 
ment-owned central banks in only ten countries.“ * * * Where central 
banks are entirely privately owned, however, such private ownership 
is rather a hollow affair, in that even in such cases the real control is 
held directly or indirectly by the government. This is largely true in 
the United States * * * In England the central bank was for a long 
time privately held, but the nationalization which occurred shortly after 
World War II brought with it very little actual change in the manage- 
ment. There had been informal co-operation for a long time between the 
Bank of England and the English Treasury, and under nationalization 
things have gone on about as usual. Though the Treasury has power by 
the Bank of England Act of 1946 to “give directions to the Bank,” such 
directions may be given only after “consultation” with its governor. 
What would happen in case of real conflict between the views of the 
government and those of the bank officials remains to be seen. 


University Press, New York, publisher, 1954, page 893: 





Iran, and Australia (Joint Committee on the Economic Re 
the Management of the Public Debt,” 82d Cong., 2d sess., p. 14 


% These were Bulgaria, Finland, Iceland, Sweden, Russia, Nicaragua, Uruguay, China, 
Ti “Monetary Policy and 





Rinehart & Co., Ine., 


Revised 


Richard D. 


Columbia 


7) 
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CENTRAL BANKING 
+ * * * x 


STRUCTURE AND ORGANIZATION OF THE FEDERAL RESERVE SYSTEM 
* * * * * 


Although the Federal Reserve banks are public institutions, their 
stock is held by the member banks. 


* * * * ; * 


From “Principles and Practices of Money and Banking,” by Charles R. 
Whittlesey. The Macmillan Co., New York, publisher, 1954, pages 244-245: 


The position of the Federal Reserve banks is even harder to state 
precisely. They were described generally as an “instrumentality” of 
the government. In a joint statement by the presidents of the twelve 
Federal Reserve Banks they were said to be “part of the private econ- 
omy and * * * part of the functioning of the Government (although not 
technically a part of the Government).” It was further stated that they 
were intended to be “allied to the Government but not * * * a part of 
the Government itself.’”” Allan Sproul, president of the New York Fed- 
eral Reserve Bank, summed the matter up by saying that the Banks 
“should function somewhere between private enterprise and the Gov- 
ernment.” 


From “Money and Banking,” by the Committee on Money and Banking. Pit- 
man Publishing Corp., 1957: 


Wilson asked the Sixty-third Congress for an elastic note issue and a 
decentralization of banking. He said, “Control * * * must be public, 
not private, must be vested in the government itself, so that the banks 
may be the instruments, not the masters of business and of individual 
enterprise and initiative.” 


From “Money and Banking,’ by Weldon Welfling. American Institute of 
Banking, Section American Bankers Association, publisher, 1958, page 234: 


* a * * * 
The member banks own the twelve Federal Reserve banks. 
* *x sd a tt 


From “Money and Banking,’ by Committee on Money and Banking (59 co- 
authors). Pitman Publishing Corp., publisher, 1957, pages 250-251 : 


All national banks must, and state banks may, be members of the 
System. Member banks are the sole owners of the Federal Reserve 
banks’ stock and must subscribe to the capital of their district Reserve 
bank. 


QUESTIONS 


1. What were two fundamental weaknesses of the national banking 
system before 1913? 

2. What was the chief form of currency expansion after the elimina- 
tion of state-bank notes? Why was it ineffective? 

3. Discuss the Aldrich-Vreeland Act of 1908. 

4. Who owns the Federal Reserve? 

Mr. Oxtver. Thank you very much, Mr, Hayes, for your responses. 

Mr. Patman. Mr. Johnson. 

Mr. Jounson. I just wanted to make one closing comment, Mr. 
Chairman, with respect to the seg we had earlier. It was in my 
mind, but escaped my statement. I think that many people believe 
that there is a need to divorce Federal Reserve policy from political 
pressure because of a fear that somehow the political personnel are 
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inadequately informed and do not adequately understand the total 
panorama of monetary structure and policy. There may be a degree 
of truth in this attitude. It may be that some of this public dis- 
cussion by political figures is inadequately informed. 

But if this be true, it would seem to me that the fault lies at least 
in part in the Federal Reserve, itself. As I think I have discussed 
with you before, informally, I believe the Federal Reserve does have 
a very genuine obligation to increase public understanding in this area 
as the agency through which the conduct of the money and credit 
structure normally takes place. It seems to me a very special obliga- 
tion does lie upon the regional banks and upon the Board of Gov- 
ernors, itself, to make comprehensible what is a complex and some- 
what difficult subject, an abstract subject. 

I would hope that rather than retreat from the arena of public 
discussion and debate, you would join with us in cheerful public 
conversation by the written word and by other forms so that the public 
would be better informed. As this is done, I think your fears with 
respect to the possibility that public discussion will somehow be ill 
informed and, therefore, ill advised and ill directed, will be removed. 

Mr. Hayes. I am in 100 percent agreement with you, Mr. Johnson, 
and, as a matter of fact, I think hearings of this kind have a real value 
in giving us one opportunity to exchange views on these things. 

I also have been delighted when you, yourself, and some other 
Members of the House have seen fit to spend some time at the bank 
in New York, and we always welcome such visits. We would love to 
have the chairman up there any time that it is convenient. 

Mr, Jonnson. Well, I crave this information not only for myself. 
I recognize that the editors of the country, for example, could use a 
little better understanding. Ever since I have been old enough to 
read, I have been reading about the terrible tragedy of the rising 
public debt. In the House the other day I took the occasion to point 
out that between 1955 and 1959, total debt in the United States has 
gone up exactly $200 billion; the Federal Government’s share of that 
has only increased about $20 billion. Perhaps it shouldn’t have gone 
up the $20 billion, but when there is the gnashing of the teeth and 
weeping and wailing about the $20 billion, there is little mention of 
the $180 billion. 

There seems to be nothing in public discussion that keeps these 
matters in perspective. I, therefore, crave that you will use a little 
bit of this money before you give it back to the Treasury. I think 
if you use this money for true public information, we would view this 
as a valid expenditure in your operations and I doubt that anyone 
of us would ever criticize you for spending money constructively in 
that regard, in order that the public discussion of the impact of mone- 
tary policy on the national. economy might. be better understood. 

“ Mr. Hayes. I am delighted to hear you say that, Mr. Johnson. 
Mr. Parman. I want to ask this question, Mr. Hayes: You stated a 
while ago, that in order to perform your duties it is necessary. for 
you to keep these Treasury bonds and not cancel them. 
-* Let me ask this question... I haven’t thought, it through; I am not 
an economist. , I am not in a position to study these things out like 
some of these gentlemen, such as Mr. Johnson and Mr. Reuss, who 
have had lots of experience and who are economists in their own 
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right. What little I know about it, I have gotten the hard way, by 
just studying a little bit at a time. But I wonder how you would 
view this situation : Suppose that in selling a Government bond which 
you have previously bought, you acquire a Government security that 
is due in advance—I mean prior to its maturity—and you gave one 
form of Government obligation as we have described in payment of 
that bond. 

We will say you sell a million-dollar bond to a security dealer. 
The security dealer—I assume he gives a check—does he give it di- 
rectly to you or toa bank ? 

Mr. Hayes. He gives us a check on a commercial bank where he 
keeps his account. 

Mr. Parman. He gives you a check on a commercial bank. Now, 
then, suppose that since these are Government institutions—since 
these bonds really belong to the Government—that vou require this 
dealer to give his check to the U.S. Treasury. Then the U.S. Treas- 
ury could take that check and use that million dollars to pay off a mil- 
lion dollars of the national debt. How would that be bad? 

In other words, under your present system, when he gives that check 
payable to you on his bank—we will say, the Chase-Manhattan Bank, 
just for convenience—and you take that check then and you deliver 
this million dollar bond, nobody really gets payment; you just take 
that much off the reserves of the Chase-Manhattan Bank; is that 
right ? 

Mr. Hayes. That is correct. 

Mr. Parman. In other words, it is just canceled. Nobody gets 
paid. 

Mr. Hayes. I wouldn’t agree with the statement that no one gets 
paid, Mr, Patman. 

Mr. Parman. Now, I am asking you. How would it be so bad if 
that check, instead of being made payable to the Federal Reserve Bank 
of New York—since it is owned by the Government anyway, and the 
portfolio is owned by the Government—if the check were made pay- 
able to the Secretary of the Treasury, and the Secretary of the Treas- 
ury took out a million dollars ? 

Now, how is that so bad? You see in that way nobody is hurt. 
The bank still has its million dollars charged up against its reserves. 
If there is anybody hurt in that transaction, tell me who it is and also 
why the Treasury and the taxpayers shouldn’t be helped a million 
dollars. 

Mr. Hayes. I can see we have one bond less, but what have we 
debited ? 

Mr. Parman. You see the Treasury gets the million dollars and 
then, of course, you pay the Treasury that million dollars from the 
reserve ‘account of the Chase-Manhattan Bank, rather than just can- 
celing the million dollars. 

Mr. Hayes. In that case we would have the same total liabilities 
we had before, only instead of the Chase having a million dollars, the 
Treasury would have it, but we would have a million dollars less 
bonds, 

Mr. Parman. But if the transaction is honest and honorable and 
right, I imagine you can figure out a way to handle the mechanics. 
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Mr. Hayes. I have never figured out a way to get around double 
entry bookkeeping yet. 

Mr. Parman. Would you give consideration to that, Mr. Hayes? I 
am not advocating it. I don’t know all of the ramifications, and I 
certainly don’t have the knowledge to pass on it as you have, but I 
am just suggesting it for your consideration. 

Mr. Hayes. I would always be delighted to discuss it with you, Mr. 
Chairman. 

Mr. Parman. Now then, there is no limit to the amount of bonds, 
Government securities, that the Federal Reserve banks can buy. 

Mr. Hayes. There is no specific amount, no stated dollar limit on 
the securities we can buy. 

Mr. Parman. You could buy a hundred:billion dollars worth. 

Mr. Hayes. Our own. reserve requirements place a limit on what 
we can buy. We are required to carry a reserve of 25 percent in gold 
certificates against our total note and deposit liability. 

Mr. Parman. Doesn’t that just apply to the Federal Reserve notes 
outstanding ? 

Mr. Hayes. It also applies to the member bank reserve accounts, 
our deposit liabilities. 

Mr. Parman. To that extent, you would be hampered, but other- 
wise, there would be no restriction. 

Mr. Hayes. There is no restriction on the number of bonds we can 


buy. 

Mr. Patrman. I am just going to hit a few high points, because I 
feel that we can get through here without recessing. Do you agree 
to that, Mr. Johnson ? 

Mr. Jounson. I am very happy to. 

Mr. Parman. The Open Market Committee, under the 1935 act, 
was set up in a fashion described in the ad hoc report of 1952 or 1953, 
and put in the record of the Joint Economic Committee in the fall of 
1954. The ad hoc report describes the open market committee as 
somewhat of a separate part of the Government, separate from the 
Government and separate from the Federal Reserve banking system. 
Do you agree to that, Mr. Hayes? 

Mr. Hayes. If I understand you correctly, you are asking whether 
I think the Open Market Committee is separate from the Federal 
Reserve banking system ? 

Mr. Parman. Yes. 

Mr. Hayes. No, I would say that the Open Market Committee is 
an integral part of the Federal Reserve System. 

Mr. Patman. Well, of course, I know it is in practice, but here is 
the reason behind this question: I have read that ad hoc report, and 
it seemed to be saying this: That the Open Market Committee, we 
will say, meets in that Open Market Committee room where there are 
12 individuals. In practice, of course, there are about 19 persons 
oem 12 presidents of banks, who go whether they are on the Open 

arket Committee or not. Is that correct ? 

Mr. Hayes. That is correct. 

Mr. Patman. The seven members of the Board of Governors, when 
they are acting as members of the Board of Governors, have one re- 
sponsibility ? 

Mr. Hayes. Yes, sir. 























RETIREMENT OF FEDERAL RESERVE BANK STOCK 185 


Mr. Parman. But if I read the ad hoc report correctly, and have 
properly interpreted it, when these seven members, or each one of 
the seven, takes off his hat as a member of the Board of Governors, 
and he reaches up and gets a hat, labeled “Open Market Committee,” 
and he goes into this Open Market Committee room, he is not under 
the same obligations that he was under as a member of the Board 
of Governors. In this Open Market Committe he is responsible only 
to his conscience and to God as to what he does. He is not obligated 
to any laws that would bind him as a board member. Am I correct 
in interpreting the ad hoc report to that extent? 

Mr. Hayes. Well, I haven’t analyzed carefully the passage in the 
report that you refer to, and I w ould like to point out that at the time 
the report was written I was not in the System, but I think my answer 
would be that I don’t see any conflict between the objectives that he 
has as a member of the Open Market Committee and his objectives 
as a member of the Board of Governors. 

Mr. Parman. Well, the only difference is this: As a Board mem- 
ber, he has certain duties under the law, particularly an obligation 
really to the Chief Executive who appointed him to help faithfully 
carry out the laws. Of course, some of them are not admitting that 
right now, he has certain obligations as a member of the Board. 
Now, if that ad hoe report is right, when he steps over the threshold 
into the Open Market Committee room, he disassociates himself with 
any obligation as a member of the Board. He occupies a different 
position. | He is on the great Federal Open Market Committee, and 
is not bound by the law that he is under oath to uphold when he votes 
as a member of the Board of Governors. Although he has voted as a 
member of the Board a certain way, because he felt it was his duty, 
when he goes into the Open Market Committee room he doesn’t have 
any restrictions or limitation and can vote any way he wants to sub- 
ject onlv to his own conscience? 

Mr. Hayes. Mr. Clarke points out to me that the passage in the 
report in question states that “each member ‘sits as an individual, 
bound only by his oath to execute the law.” The statute clearly 
envisioned this kind of rule for a member of the Board. I certainly 
am not in a position to answer as competently as a member of the 
Board, but I would say as a practical matter I see no distinction 
between the duties he follows as a member of the Board and the 
duties he follows as a member of the Committee. 

Mr. Parman. All right. I assume it will be acceptable for us 
to submit to you later any questions that we desire answers to, and 
that you would be glad to supply answers to such questions. 

Mr. Parman. Also, I want to see if you would be willing to make 
a couple of brief studies for us. We would like to know something of 
the extent of participation in loans, and the lending of the correspond- 
ent banks to the smaller banks, and also something about term loans 
now being made to business. Would you be willing to collect some 
information on this subject for us, say, from 10 or so New York 
banks, if we can get our staff together with some of your staff to work 
out the details, Mr. Hayes; would that be all right? 

Mr. Hayes. Yes, we have been doing some work on this area our- 
selves, and I see no reason why we would not be glad to—could Mr. 
Roosa make one comment ? 
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Mr. Roosa. Just to amplify that a bit, we have a program now 
underway that has been developed quite carefully, we hope, for the 
sake of accuracy over a 2-year period. Under that program we have 
agreed with the banks who are providing these data—in a way that 
will permit us to make alternative classifications in order to try to get 
at the best solution—that we would not actually publish the data 
until we have checked with each of them that they have no objection. 

In this case we had to do this because we don’t have approval from 
the Bureau of the Budget to conduct a formal survey. Would it be 
agreeable with you to understand that we must either clear with the 
Bureau of the Budget, or clear with the 10 reporting banks and that 
it is subject to those, one or the other of those steps, before we could 
transit the data we have already been gathering? | It is a technicality 
but I wouldn’t want you to misunderstand. 

Mr. Parman. Yes, of course, we would expect you to clear but I 
don’t understand why you have to clear anything with the Budget 
Bureau. 

Mr. Roosa. This is a reporting form. Anything that involves re- 
ports obtained by an instrumentality of the Government from the 
private sector of the economy involves a reporting form and procedure 
which must be cleared with the Bureau of the Budget. 

Mr. Parman. It does not include expenditures of funds? 

Mr. Roosa. No. 

Mr. Parman. Not at all. 

Now, I want to ask you this, Mr. Hayes, about the Open Market 
Committee account. You have in your portfolio about $25 or $26 
billion in Government bonds now. The New York bank handles those 
for the entire System, the 12 Federal Reserve banks, doesn’t it? 

Mr. Hayes. Yes, we do. 

Mr. Parman. Now, all of the buying and selling of the bonds in 
that portfolio is done by you and your bank in New York, isn’t it? 

Mr. Hayrs. It is done by the bank in New York, yes. 

Mr. Parman. And all of the bonds are kept there in your bank in 
New York City? 

Mr. Hayes. That is correct. 

Mr. Parman. None of the 11 Reserve banks or any officer in con- 
nection therewith has anything to do with the bringing of those bonds 
in through buying or selling them ? 

Mr. Hayes. Well, he had a great deal to do with the decisions as 
to whether those bonds are going to be acquired or not. 

Mr. Parman. I know what you are talking about. You are talking 
about the Open Market Committee member from the banks. I am 
talking about the bank itself. Take the Richmond bank or the Dallas, 
Tex., bank, or the Chicago bank. Outside of their participation on 
the Open Market Committeee every third year and by Chicago having 
a member every second year, they have nothing to do with that open 
market portfolio, do they ? 

Mr. Hayes. In the sense of taking part in the physical handling of 
it, you are right. 

Mr. Patman. They don’t touch it? 

Mr. Hayes. That 1s right. 

Mr. Parman. Now, then, about 95 to 97 percent of all of the money 
that comes into their possession every year which they use, comes 
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directly from your bank through that Open Market Committee, 
doesn’t it? 

Mr. Hayes. Well, it comes from the investment of their own assets 
in a participation in ‘the open market account. 

Mr. Parman. I know, but they have no discretion in that, the Open 
Market Committee does all that ? 

Mr. Hayes. The committee makes the judgment, but the purchase 
is for the account of the banks. 

Mr. Parman. But you purchase them for them, and by law they 
have to make any charges, credits, or anything else on their books 
that you tell them to make, don’t they ? 

Mr. Hayes. I am not sure that I understand what kind of charges 
or credits you are speaking of. 

Mr. Parman. Well, if. you are using their assets to purchase the 
securities 

Mr. Hayes. They are buying a participation in this account. 

Mr. Parman. But you are doing it for them. They have no judg- 
ment in the account at all. 

Mr. Hayes. They have a great deal to say on whether we buy it or 
not, and what we buy, but they don’t handle physically those securi- 
ties. 

Mr. Parman. You say the Reserve banks have a lot to do with the 
open market portfolio, but this is through their member on the Open 
Market Committee, isn’t it ? 

Mr. Hayes. Well, that is a very large proviso, Mr. Patman. 

Mr. PatrmMan. I know, but the point 1 am getting at, Mr. Hayes, is 
these banks are really not—I wouldn’t say they are not earning their 
salt, they are, but they are not earning anything like the money that 
it takes to run the banks. They get that through this open market 
port folio; earnings that they have 1 really nothing to do with as far 
as handling or operating or anything else, except through their mem- 
ber on the Open Market Committee every second year, for Chicago, or 
every third year for Dallas? 

Mr. Hayes. That is correct, but, Mr. Patman, they are making 
available their own funds for investment, these millions of dollars. 

Mr. Parman. You are making them available, yourself, you do that 
yourself, you know that. 

Mr. Hayes. We are making available the investments into which 
they put the funds. 

Mr. Parman. The law is they have to do what you tell them to. 

Mr. Hayzs. There is no question of compulsion. They want to. 

Mr. Parman. Now, on this business a while ago—and then I am 
going to be through—you said you didn’t understand where you would 
be out a million dollars worth of bonds though you would still be 
charged with it. What happens when you sell a million dollars worth 
of bonds now? You take your pay and reduce the reserves of that 
bank. What happens to that bond? You are still charged with it? 

Mr. Hayes. We credit the bond account, and we debit the reserve 
account of the member bank. 

Mr. Parman. You couldn’t do it the same way if you made it 
through the T reasury ? 

Mr. Haves. I was unable to follow that. 
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Mr. Parman. Well, you figure it out, Mr. Hayes, and see if you 
can. 
Any other questions? 

Well, Mr. Hayes, it has been nice of you and the gentlemen accom- 
panying you. We are glad to have you, and we appreciate your fine 
cooperation. We will certainly cooperate with you on the educational 
campaign, and we will submit some questions to you for you to answer, 
and we would appreciate them. 

Mr. Hayes. | would like to thank you again for this opportunity to 
have this interesting discussion, for myself, and on behalf of my 
associates here. 

Mr. Parman. I commend you on a fine statement, and your forth- 
right answers. I think you have been very nice.. Thank you. 

Without objection, the committee will stand in recess until the 
17th day of June, that is, a week from today, at which time we will 
have the president of the Federal Reserve Bank of San Francisco. 

(Whereupon, at 12:41 p.m., the committee adjourned.) 

















RETIREMENT OF FEDERAL RESERVE BANK STOCK 


FRIDAY, JUNE 17, 1960 


Houses or REPRESENTATIVES, 
CoMMITTEE ON BANKING AND CURRENCY, 
SuscoMMITreE No. 3, 
Washington, D.C. 

The subcommittee met at 10 a.m., in room 1301, New House Office 
Building, Washington, D.C., the Honorable Wright Patman, chair- 
man of the subcommittee, presiding. 

Present : Representatives Patman, Multer, Reuss, Barr, Miller, John- 
son, Bass, and Milliken. 

Mr. Parman. The committee will please come to order, 

We have as our witness this morning Mr. H. N. Mangels, president 
of the Federal Reserve Bank of San Francisco. 

Mr. Mangels, I believe you havea prepared statement. 

Mr. Maneets. Yes, I do, Mr. Chairman. 

Mr. Parman. Personally I have read it, very carefully. I just 
wonder if the other members have. 

Mr. Reuss. I haven’t had an opportunity, Mr. Chairman. 

Mr. Parman. In view of the fact that the House meets at 11 o’clock 
this morning, if you will file your statement for the record and just 
summarize it now, Mr. Mangels, that would be satisfactory with the 
committee, if it is satisfactory with you. 

Mr. Mancets. Yes, sir. 

Mr. Parman. We will insert the statement in the record at this 
point and you may emphasize any points you wish to emphasize, and 
add any other points you desire to make. 

(The prepared statement is as follows :) 


STATEMENT OF H. N. MANGELS, PRESIDENT, FEDERAL RESERVE BANK OF 
SAN FRANCISCO 


Mr. Chairman and members of the subcommittee, my name is Hermann Man- 
gels. I am the president of the Federal Reserve Bank of San Francisco. 

I would like, first, to express my appreciation to you, Mr. Chairman, and to 
your associates, for the consideration you have shown in deferring this part of 
your hearings until today. 

It is a privilege to appear before you this morning to discuss the proposals 
contained in H.R. 8516, a bill to provide for the retirement of the capital stock 
of the Federal Reserve banks, and to make membership in the Federal Reserve 
System available to any insured bank upon payment of a membership fee of 
$10. I should like to discuss each part of that bill separately. 


CAPITAL STOCK 


The provisions of the Federal Reserve Act with respect to subscriptions to 
capital stock of the Reserve banks have been in effect since enactment of the 
statute in 1913. Those who framed the act and amended it over the years did 
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so with profound wisdom when they conceived a banking system having a blend 
of public and private institutions for the common good—the Board of Governors, 
the Federal Reserve banks, the member banks, the Federal Open Market Com- 
mittee, and an advisory group, the Federal Advisory Council. Those authors 
realized that, if this country was to have a successful system of central banking 
within a free enterprise system in which there were thousands if private com- 
mercial banks, it would be necessary to interest large numbers of banks in sup- 
porting the central bank. What better way to obtain this support than through 
investment in capital stock of the Reserve banks? To encourage membership, 
a dividend rate of 6 percent per annum was adopted as being a reasonable return 
on such stock, which did not and does not have many of the usual features found 
in corporate capital stock. It cannot be sold or pledged, it does not participate 
in earnings above the statutory rate, it does not have voting rights as such (other 
than in the election of six of the nine directors of the Federal Reserve bank), it 
gives the stockholding members no proprietary interest. 

Member banks select six of the nine directors of each Reserve bank, the re- 
maining three being appointed by the Board of Governors. Over the years, con- 
siderable prestige has become attached to these nonsalaried offices and, con- 
sequently, men of outstanding public stature have been willing to serve on these 
boards. Each member bank has only one vote for a class A director and one vote 
for a class B director, regardless of the amount of Reserve bank stock owned 
by the member bank. The three appointed by the Board of Governors are desig- 
nated as class C directors, one of whom is appointed as chairman and another 
as deputy chairman. Through this system, the Federal Reserve System has 
grown in prestige in the eyes of the public, and, indeed, throughout that part 
of the world dedicated to preserving freedom and the dignity of man. 

Should the capital stock of the Reserve banks be retired, there could follow 
a period of erosion, during which the System would be unable to attract the best- 
qualified men as directors, and, ultimately, the quality of the staff of the Reserve 
banks could deteriorate. Based on my personal experience, I can say that the 
Reserve banks are not controlled by the member banks through the directors they 
elect. Our directors are men of stature and ability—men who are dedicated 
to the public welfare. Their decisions are made without bias or self-interest 
of any group. I might mention here that we have had divisions of opinion with- 
in each of the three classes of directors. We have had two directors of each 
group vote as a majority and one director of each group vote in the minority. 
Moreover, the Board of Governors (the public body) has general supervision 
over the activities of the Reserve banks, particularly with regard to their ex- 
penditures, and the Board has final authority over many of the actions of the 
directors. One important authority has to do with action by the board of direc- 
tors to change the discount rate, which is subject to approval and determination 
of the Board of Governors. 

The subscription to the capital stock of a Reserve bank does not constitute, in 
any sense, ownership of a Federal Reserve bank, and, to the best of my knowl- 
edge, it is not regarded as ownership by our member banks. Yet the ownership 
of the stock gives the member banks a real sense of being part of the System, 
of wanting to make it a vital part of our economic well-being; in short, this is a 
link to bind together, as one, the public and the private character of the System. 
To serve the link now would be to cast aside the public-private institution that 
has grown in esteem during more than 46 years and, possibly, to move in the 
direction of a new basic concept, that of a wholly nationalized institution. 

The dividends which the Federal Reserve Act requires be paid at the rate of 6 
percent per annum presently aggregate approximately $24 million a year. Such an 
amount cannot be considered inconsequential. The original text of the act pro- 
vided that such dividends would be exempt from taxation. On March 28, 1942, 
the law was amended to provide that dividends on capital stock subscribed for 
after that date would not carry such exemption. At about that date, March 1942, 
the capital stock of the Federal Reserve banks was approximately $148 million. 
Although some of that stock has been retired, let us assume that approximately 
that amount carries tax exemption on dividends. Therefore, there is about $250 
million in Reserve bank stock on which dividends are subject to tax when re- 
ceived by the stockholding banks. At the 6-percent rate, the dividends received 
by the holders of that $250 million in stock would be about $15 million. Assum- 
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ing further that most banks are in the 52-percent tax bracket, about $7,800,000 
of the almost $24 million paid annually as dividends would be paid into the 
Treasury. Therefore, the change proposed by H.R. 8516 would increase Treasury 
receipts by about $16.2 million instead of $24 million. 

In the light of the disadvantages which I believe would flow from the move- 
ment away from voluntary private participation, I cannot persuade myself that 
we should eliminate the payment of dividends. It is accepted business practice 
to pay a return to investors for invested capital. It seems to me that, rather 
than to pay the present stock to eliminate the payment of dividends, it would 
be more desirable to consider again the question of whether dividends on the 
stock issued prior to 1942 should continue to enjoy tax exemption. 

The concept of each Federal Reserve bank having a capital stock account was 
adopted in 1913, when the original Federal Reserve Act was passed. Many 
changes have come into our economy since 1913, but it is of interest to note that, 
some 19 years later, the Federal Home Loan Bank Act was enacted to provide 
a Home Loan Bank System which, in many respects, follows quite closely the 
concepts of the Federal Reserve Act—in the way of stock subscriptions in the 
regional home loan bank, the nominating and electing of directors, the receipt 
of dividends on the stock holdings, and the privilege of borrowing, in case of 
need, from the Federal home loan bank. The home loan banks also have certain 
supervisory powers over their member savings and loan associations. 

As another item of possible interest: At times since 1914 the capital stock 
holdings in the Federal Reserve banks have provided receivers of insolvent banks 
with an additional liquid asset with which to pay off creditors. 

If the stock of the Federal Reserve banks were to be repaid, it probably would 
not have any material adverse effect on the ability of the System to perform its 
statutory functions as a central bank other than the possible erosion in staff 
quality referred to above, as the System does not need its present capital of 
almost $400 million. I recall a comment made some time ago by another Reserve 
bank president, who referred to our capital accounts as being symbolic—the Re- 
serve banks could operate without them, just as our country could operate without 
a flag. I cannot help believing that the retirement of the capital stock of the 
Federal Reserve banks would have an adverse effect on, and perhaps diminish 
the confidence of, not only the financial interests of this country, but the general 
public as well. 

I am concerned, too, about the effect such action might have on other coun- 
tries, and on our relationships with the central banks of those countries. It is 
true that central banks of most other countries have a different capital structure 
than do the Federal Reserve banks of this country, but we are operating under 
a form of government and a banking system which also differ from those of 
other countries. But, regardless of the differences in the capital structure of 
central banks in other countries, those banks and their governments have come 
to accept our Federal Reserve System as a capitalized institution not free from 
Government control in the ultimate sense, but one exercising a degree of inde- 
pendence within the established limitations of the law. 

This brings up the question of whether it would be possible convincingly to 
deny that the elimination of capital of the Federal Reserve banks would be a 
step toward putting the System under direct and detailed Government domina- 
tion. Whether justified or not, would not our own citizens tend to believe that 
this would be the case? Even though the question might exist only in minor 
degree, would the benefits of the proposed change justify assuming such risks 
of loss of confidence, and the elimination of participation in policy formulation 
of some of our most highly respected community leaders? 

In the light of all the factors, I arrive at the conclusion that the advantages 
of the proposed elimination of Federal Reserve bank capital stock would be fewer 
than the disadvantages, and therefore I cannot favor such a change. 


MEMBERSHIP 


The second part of H.R. 8516 would provide for membership in the Federal 
Reserve System by any insured bank upon payment of a membership fee of $10, 
A little less than half the commercial banks in this country are members of the 
Federal Reserve System, although they hold nearly three-fourths of all banking 
assets, and the purpose of this section of the bill would be to encourage member- 
ship by the remaining banks, to permit them to avail themselves of the services 
which the System provides. 
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There are several important reasons, in my thinking, why some banks have 
elected not to become members of the System. First, there are still a large 
number of banks (almost 1,700) in certain areas which obtain part of their 
earnings through the collection of charges for paying checks drawn on them— 
exchange charges. By the terms of the Federal Reserve Act, member banks 
may not charge exchange on checks presented to them for payment by a Federal 
Reserve bank. I have considerable doubt whether the substitution of a $10 
membership fee in lieu of a capital stock subscription would be sufficient 
inducement to membership for any bank which would, of necessity, upon becom- 
ing a member of the Federal Reserve System, have to sacrifice income now 
derived from exchange charges on checks drawn on it. 

Second, an important reason for not becoming a member is the question of 
other earnings. In the past 5 years, in the 12th district, five member banks have 
elected to withdraw from membership, Four of those withdrawals resulted 
from the bank’s analysis of its earnings and the reaching of a conclusion that 
earnings could be increased as a result of the freeing of the reserve funds 
carried on the books of the Reserve bank, and the carrying of required reserves 
as a nonmember bank with correspondent banks, as cash in vault, or, in some 
States, in Government securities. 

With few exceptions, most of the banks in the 12th district which are not now 
members are the smaller banks. Average figures per bank follow: 








Class of bank | Capital Deposits | Loans 


| 
| 
EE ENS SN EE es re fen eae $4, 900, 000 | $230, 000, 000 $130, 000, 000 
ee ENE WOM en ee ition 1,909,990 | 88, 000, 000 46, 000, 000 
State nonmember hanks. _ 202.3. .20....-..-2..--2---2-20..-5 450,000 | 17,000, 000 9, 000, 000 


| 
' 





Smaller banks in our area generally look to their larger city correspondent 
banks to provide services for them. Some of such services go beyond the free 
services extended to the public through the member banks by the Federal Reserve 
banks. Larger correspondent banks provide services relating to check collec- 
tions, coin and currency, and loans and discounts; they provide investment advice 
and credit analysis; they hold themselves available to provide advice on operat- 
ing procedures, even to the extent at times of temporarily furnishing supple- 
mentary and expert help and, possibly, even equipment; they are available to 
participate in overline loans; and they provide other services which extend much 
beyond the services available from the Reserve banks. For reasons of their own, 
smaller banks prefer to handle their affairs directly with their larger corre- 
spondents. 

I would have considerable doubt that, in the 12th district, the substitution of a 
$10 membership fee in lieu of a capital stock subscription would be any induce- 
ment to smaller nonmember banks to join the Federal Reserve System, particu- 
larly in the light of their very satisfactory relationship with correspondent 
banks, a relationship I do not think should be disturbed. 

Also, I believe that in considering this part of the bill thought should be given 
to what effect membership, which would be available virtually for the asking, 
would have on existing membership, which now is a privilege carrying with it 
a certain prestige. Membership now is an indication that certain minimum 
standards have been met, such as those providing for capital structure, for gen- 
eral asset condition, and for proper administration of operations and policies. 
Further, I believe that it would be most unfortunate to have a program under 
which banks could withdraw from or rejoin the System at will—to take advan- 
tage of whatever benefits might be more to their liking at any given time—one 
time as members and another time as nonmembers. 

For example, if the Board of Governors should increase reserve requirements, 
there could result an exodus of State member banks from the System to obtain 
the advantages of lower requirements under State law. On the other hand, 
when System advantages exceed those available to State nonmember banks, an 
influx of new members could be expected. 

We now have in the 12th Federal Reserve District a well-coordinated, efficient, 
sound, and effective banking structure. This system has been instrumental in 
providing for substantial growth of the area, and from my point of view, repre- 
senting the 12th district, there would seem to be no need for requiring a change 
in that structure. 














RETIREMENT OF FEDERAL RESERVE BANK STOCK 193 


H.R. 8627 


After my departure from San Francisco, I learned that the subcommittee also 
desires comments on H.R. 8627. H.R. 8627 differs from H.R. 8516 in that it would 
retain the existing investment of the member banks in the System, but would 
designate those investments as deposits. In addition, H.R. 8627 would abolish 
the present 6 percent statutory dividend rate and substitute therefor an interest 
payment equal to the lowest current rate of discount charged by the Federal 
Reserve bank at which such deposit is made, plus one-half of 1 percent. 

Here again, as I have indicated in my comments on H.R. 8516, I do not believe 
that the benefits that might be gained from such a change would be sufficient to 
warrant disturbing a mechanism that has proven its ability, over the years, to 
blend public and private interests in accomplishing the delicate and complex pur- 
poses for which the System was fashioned. As to the rate to be paid, with no 
minimum and no maximum, the range could be considerable. In 1921, under 
H.R. 8627, the interest rate would have been 6% percent at San Francisco; from 
1942 to 1946, it would have been 1 percent. Furthermore, it is my feeling that 
it would be improper to tie the interest rate to the discount rate. The discount 
rate is an instrument of monetary policy and use of such an instrument should 
be confined to monetary policy considerations and not be related to the rate of 
return on the funds of the member banks in the interest-bearing deposits. 

If the purpose of H.R. 8627 is to lower the rate of return on the contributed 
capital of the Reserve banks, it would be preferable to do so by direct amendment 


of the existing dividend rate, retaining the present stock ownership scheme of 
the System. 


STATEMENT OF H. N. MANGELS, PRESIDENT, FEDERAL RESERVE 
BANK OF SAN FRANCISCO 


Mr. Mancets. I think, Mr. Chairman, that the statement as filed in 
the record contains virtually nothing substantial that hasn’t been pre- 
sented to you before by the other two witnesses, Mr, Allen and Mr. 
Hayes, so in the interest of saving time we might just let it stand 
as filed. 

I wonder, though, if it might be in order for me to make a couple 
of additional comments, which are not included in the statement 

Mr. Parman. Yes, sir, you may proceed in your own way. 

Mr. Mangers (continuing). And which have to do with a couple 
of technical aspects of the bill. I bring this up with some diffidence, 
Mr. Chairman, because I am not an attorney, but in reviewing the 
provisions of the bill, these two points have come to mind. I thought 
it might be of benefit to the committee and to the staff to bring them out. 

In Arizona, Idaho, and Oregon, the statutes provide that a State 
nonmember bank may become a member of the Federal Reserve System 
upon making application and “subscribing to the stock of the Federal 
Reserve bank.” I think perhaps that kind of provision presents a 
technical question, and the courts might decide it is so technical that 
it would not be of consequence. 

We researched the statutes of the nine Western States that make 
up our district. However, there might be some of the other 41 States 
that have peculiarities in their statutes that might also be worth the 
consideration and research of your staff. 

Mr. Parman. We would appreciate any information along that line 
that you could give us. In your research, if you have additional 
information you would like to file please do so. 

Mr. Mancets. No, our research consisted only of a review of the laws 
of the nine States, and only these three have those conditions. 

Mr. Parman. Thank you very much. 
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Mr. Mancexs. The second item, Mr. Chairman, has to do with the 
position of the Board of Governors in dealing with what might be a 
“reluctant” member bank. 

Section 9(a) of H.R. 8516 provides that the capital stock shall be 
“surrendered.” Assume a member bank for some reason refuses to 
surrender that stock as provided in the bill. Section 9(a) of the bill, 
as it is now drafted, is not a part of the Federal Reserve Act. As the 
Board of Governors is authorized only to have hearings to expel a 
member bank when it is in conflict with section 9 of the Federal Re- 
serve Act or the regulations of the Board, pursuant to that section of 
the act, a problem might arise. Now, that also is a technicality that 
you may wish to have corrected by the appropriate insertion of that 
section as part of the Federal Reserve Act. 

Another item—I think you have already had it called to your atten- 
tion—is the 31-day period in which this bill would become effective. 
I think perhaps that should be changed to permit some offsetting 
action to be taken within a period somewhat longer than 31 days, 

Mr. Parman. Yes, perhaps 2 or 3 years, since these dollars are high- 
powered dollars which can be expanded upon. For that reason there 
would be an inflationary aspect which should be taken care of. 

Mr. Mancets. Yes. 

Well, the same comments regarding the surrender of the stock apply 
to H.R. 8627. It would be preferable to have a provision in there that 
the stock would be retired automatically, instead of requiring a sur- 
render by the holding member bank. 

Mr. Parman. Have you finished your comments ? 

Mr. Manecets. Yes, sir. 

Mr. Parman. I would like to mention two or three of the points in 
your prepared statement. You make a point of the fact that part of 
this Federal Reserve stock which is paid in by the member banks is 
tax exempt, and another part is not tax exempt. Thus you say the 
Government collects about 52 percent income tax on the latter part. 
May I invite your attention to the fact that banks do not pay the 52- 
percent rate. You don’t insist that they do, do you, Mr. Mangels? 

Mr. Manecets. Well, no, I used the 52 percent 

Mr. Parman. Corporations generally pay the 52 percent rate. But 
according to some calculations which TI had made as of 1959, the banks 
would have paid $1,079 million, if they had paid taxes like other cor- 
porations, but they actually paid $833 million, or $246 million less than 
they would have paid if they had been taxed like other corporations. 
In other words, by reason of a variety of tax benefits that banks re- 
ceive that corporations other than banks do not receive, the banks had 
a benefit of $246 million that year. So instead of paying a 52-percent 
rate, I think it would come nearer being about a 35-percent rate. 

Mr. Mancets. 35 percent, yes. 

Mr. Parman. I can’t say for sure, but as a rough estimate, I would 
judge it would be around 35 percent, instead of 52 percent. 

Now, I would like to ask you how the banks get around paying taxes 
on the Federal Reserve stock that has been issued since 1942. You 
will notice that the amount of tax exempt stock outstanding today is 
approximately the same as it was prior to 1942, is it not ? 

Mr. Mancets. Yes, except for some slight reduction. 

Mr. Parman. Some slight reductions which are due to banks going 
out of business entirely. 
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Mr. Maneets. Yes, or by merger. 

Mr. Parman. But where banks merge, such as in New York in the 
last year, and they receive entirely new charters, and the so-called 
stock issued is entirely new, how do they get around paying taxes on 
the new stock under the law ¢ 

Mr. Manecets. Well, I don’t know that they do, Mr. Chairman. 

Mr. Parman. The fact that they have approximately the same 
amount of tax-exempt stock as there was 18 years ago, indicates that 
when they have had these mergers, the tax-exempt stock has not been 
retired, but somehow the new stock issued to them after the merger 
has also been counted as tax exempt. 

I will ask the Internal Revenue Service about that. 

Mr. Mancets. I think that would be a legal question. 

Mr. Parman. Yes, sir. Now, you don’t insist that the Federal Re- 
serve banks belong to the private banks, in your statement, I believe? 

Mr. Mancers. No, sir; I concede that, and I have stated that the 
banks in our district do not believe that. 

Mr. Patman. They do not believe that ? 

Mr. Mangers. Yes, sir. 

Mr. Parman. Now, at the University of Oregon—and of course that 
is within your district—they use a textbook on money and banking 
which has this to say; 

The general structure of the Federal Reserve System— 
this textbook says: 

The foundation upon which the Federal Reserve System rests is the member 
banks. All national banks and the more important State-chartered banks are 
members of the System. The member banks purchase stock in and therefore 
own the Federal Reserve banks of their own district. 

Now that statement is not correct, is it ? 

Mr. Mancets. No, sir; it is not. 

Mr. Parman. This text is presently used at the University of Ore- 

gon so I am informed. It is a book on banking by Professor Thomas 
of Purdue University. Here is an excerpt from another textbook 
which I am informed is widely used in universities on the west coast 
and elsewhere. This text reads: 
Ownership of the Federal Reserve banks. Thus, the Federal Reserve banks 
are owned wholly by their member banks. Each member bank having paid into 
its Federal Reserve bank an amount equal to 3 percent of its own paidup capi- 
tal and surplus. 

That is by Professor Chandler, and I am told that this text is pres- 
ently used at the University of Washington. You don’t agree that 
that is correct, do you ¢ 

Mr. Mancets. No, sir. 

Mr. Parman. You agree with the testimony which has been pre- 
sented here over the years which is to the effect that the commercial 
banks have no’proprietary interest in the Federal Reserve System ? 

Mr. Manecers. That is correct. 

Mr. Parman. And other than the 6-percent interest on their so-called 
stock, they have no interest at all? 

Mr. Mancets. I think you are correct, and I wonder if perhaps some 
misconception may have arisen as a result of paragraph 4 of section 2 
of the act, which provides— 

Liability of shareholders of Reserve banks: The shareholders of every Federal 
Reserve bank shall be held individually responsible, equally and ratably, and not 
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one for another, for all contracts, debts, and engagements of such bank to the 
extent of the amount of their subscriptions to such stock at the par value thereof, 
in addition to the amount subscribed, whether such subscriptions have been paid 
up in whole or part under the provisions of this act. 

Now, I think usually, in corporate structure, the equity holders, the 
stockholders, are considered to be the owners of the organization. 

Mr. Parman. Yes, sir; they normally are. 

Mr. Mancers. And in the event of involuntary liquidation they 
sacrifice their participation in it. 

Mr. Patman. But the Federal Reserve Act, you know, specifically 
says that the member banks will not share in the liquidation of the 
Federal Reserve banks. 

Mr. Mancets. As for the commercial banks, the various laws have 
been changed to eliminate the double liability; but in the Federal 
Reserve Act that provision still remains as to Federal Reserve banks. 
Your bill and Mr. Multer’s bill, both have stricken it, and I think it 
is a section of the act that should be removed. I mention it only, Mr. 
Chairman, because I think that might be one basis for some miscon- 
ceptions. 

r. Parman. It is possible. I see your point. 

Mr. Maneets. But I still agree that the member banks don’t own the 
Federal Reserve banks. 

Mr. Parman. And if you will notice the wording of that language 
you have just read, the member banks are obligated only up to the 
extent of 6 percent of their capital and surplus. 

Mr. Maneets. That is right. 

Mr. Parman. They are obligated only to that extent. 

Mr. Manecets. But that would be an aggregate of $1,600 million, 
as compared to their $400 million stock. 

Mr. Parman. And that is the only liability they have. 

Mr. Mancets. That is right. 

Mr. Parman. But of course, on that they are obligated only up to 
6 percent. 

When we had a financial institutions bill up for consideration year 
before last, I know that the bankers had meetings here, and they voted 
to do everything they wanted done at that time, and, I was told, they 
voted against trying to remove that tax exemption. I couldn’t under- 
stand that. It occurs to me they should want that removed because 
it places them in an inconsistent position of wanting to tax other 
concerns, but having for themselves a tax exemption under identical 
conditions. 

Mr. Mancers. They are exempt, as applies to their own stockhold- 
ers, in their own banks, from this double liability provision. 

Mr. Parman. Thatisright. I yield to Mr. Reuss. 

Mr. Reuss. Thank you, Mr. Chairman. 

Mr. Mangels, I would like to pursue a little bit a statement you 
make on page 8 of your prepared statement, at the bottom of the 
first paragraph on page 8, where you say “Further, I believe it would 
be most unfortunate to have a program under which banks could with- 
draw from or rejoin the System at will.” 

Isn’t it true that banks can, under the present law, withdraw from 
or rejoin the System at will? All they have to do is to pay the appro- 
priate amount, 3 percent, or whatever it is, of their capital and sur- 
plus? Can’t they withdraw just by resigning ? 
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Mr. Mancets. By making an application, which goes to the Board 
of Governors for approval. 

Mr. Reuss. Cannot banks withdraw from the System at will now? 

Mr. Mancets. My thought, sir, was this: Under the bill—under my 
pre gr gO of it—it is provided that a bank could join the System 
merely by applying for membership and paying the $10 fee and 
obtaining the certificate. 

The program would be somewhat different from the present pro- 
cedure under which a nonmember bank becomes a member bank. At 
the time the application is received, we examine the applying bank, 
determine the adequacy of the capital structure, the quality of the 
assets, we try to evaluate the quality of the management; and if in 
the opinion of the Board those qualities are lacking, the Board has 
the authority to deny membership. But as I read the bill, I inter- 
— it to mean that merely by filing an application, a bank could 

come a member. 

Mr. Reuss. Well, I don’t know, however, that this difference really 
inheres in the $10 membership proposal. You could have the $10 
membership proposal, and combine that with a power on the part of 
the Federal Reserve bank to turn down any application of any bank 
that it found failed to conform to certain standards. 

Mr. Mangers. Yes, sir; you could. 

Mr. Reuss. Do you have such standards now ? 

Mr. Manarts. Yes, sir; we do. 

Mr. Reuss. Will you file with this committee the list of standards 
that are applied by Fodoral Reserve banks in determining whether an 
applicant i membership, who comes in with a certified check for 
the proper 3 percent of its capital and surplus, and is otherwise in a 
state of grace, for determining whether or not to receive him? 

Mr. Mancets. I will be very happy to, sir. 

(Mr. Mangels supplied the following information :) 


FEDERAL RESERVE BANK ACTION RELATIVE TO MEMBERSHIP OF STATE BANKS 


It has not been the policy of this Reserve bank to actively solicit System mem- 
bership for nonmember State banks. However, if interest in membership should 
be shown, every possible courtesy is extended to the bank in order that it may be 
informed of membership requirements and benefits. Upon request, the State 
bank is furnished with an application for System membership, which includes a 
resolution of the board of directors of the bank authorizing the filing of the ap- 
plication and which contains the following exhibits: (a) certified statement of 
condition of the bank; (0) copy of report of last examination made by the State 
banking authorities; (c) copies of all letters of criticism received from State 
banking authorities, with replies, relative to the last two reports of examination; 
(d) copies of charter or certificate of authority to commence business, and arti- 
cles of incorporation of the bank; (e) a statement of powers or functions that 
have been, or are now being, exercised by the applicant, other than those usual 
to commercial banking; (f) list of branches maintained by the applicant with 
copies of approval or authorization of their establishment by State authorities ; 
(g) copies of agreements executed within the preceding 5 years with respect to 
waiver or restriction of deposits, subordination of deposits, or contributions in- 
volved in any rehabilitation or reorganization of the bank. 

The application for membership is executed by the president and the vice 
president and is attested to by the secretary or cashier. The same form of ap- 
plication is used for banks already in existence and those in the process of or- 
ganization. However, it is obvious that some of the foregoing information is not 
applicable in the latter case. Upon receipt of the application for membership 
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an examination is made of the bank by examiners for the Federal Reserve bank, 
and, if the application is in connection with a bank in organization, a field in- 
vestigation is made. 

The report of examination, or report of investigation, as the case may be, is 
prepared in such manner as to permit the Reserve bank to furnish the Board of 
Governors with information concerning the following: (a) a condensed state- 
ment of condition of the bank if in operation, or an estimated statement of con- 
dition for a bank in organization; (b) a summary of the examiner’s classification 
of assets if the bank is in operation, which includes comments relative to quality 
of assets and examiner’s appraisal of management; (c) a summary of earnings 
and dividends and the trend of deposits for the past 5 years if the bank is in 
operation, and if in organization, an estimate of earnings and expenses and of 
volume of business to be acquired for 3 years; (d) general information concern- 
ing area served or to be served by the bank, including data regarding the busi- 
ness activities of the area, the bank’s competitive position, and whether the 
banking facilities of the area are considered to be adequate or excessive; (e) or- 
ganization and history of the applicant; (f) list of branches operated, including 
date of establishment of each office and population of town in which located, and 
any other information deemed appropriate; (g) powers other than those usual 
to commercial banking which the applicant is authorized to exercise under State 
laws or under its charter; (h) operation of trust department, if any; (i) any 
banks or other concerns affiliated with the applicant; (j) the character of man- 
agement and of ownership; (kK) summary of examiner’s appraisal of the institu- 
tion, either as an operating bank or as to the future possibilities of the bank, if 
in organization; (1) comments of the officer in charge of the bank examination 
department of the Reserve bank which summarize the financial condition and 
history of the applicant and the general character of its management; the ade- 
quacy of its capital structure and its future earnings prospects; the convenience 
and needs of the community served, or to be served, by the bank; and whether 
its corporate powers are consistent with the purposes of the Federal Reserve Act; 
(m) recommendation of the Federal Reserve bank which, if deemed appropriate, 
should include any special membership conditions deemed desirable; (”) com- 
ments of the appropriate regional office of the Federal Deposit Insurance Corpo- 
ration concerning the application. 

The membership application is reviewed by the general counsel for the Federal 
Reserve bank and forwarded to the Board of Governors with the recommendation 
of the Federal Reserve bank’s board of directors or of its executive committee. 

No further action is required of the Reserve bank until it is advised of the 
Board of Governors’ action, and, if favorable, steps are then taken to complete 
membership. 
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FEDERAL RESERVE BANK ACTION RELATIVE TO MEMBERSHIP OF NATIONAL BANKS 


In the original organization of a national bank the Federal Reserve banks 
play no part. However, upon the filing of an application with the Comptroller 
of the Currency for permission to organize a national bank, the Board of Gover- 
nors is asked to comment upon various factors. Upon receipt of the request for 
this information, the Board of Governors forwards to the Reserve bank a copy 
of the application to organize a national bank and requests that it be furnished 
with factual information to enable the Board to give consideration to the fol- 
lowing factors: 

(a) Adequacy of the capital structure of the proposed bank ; 

(b) Its future earnings prospects ; 

(c) The general character of its management; and 

(ad) The convenience and needs of the community to be served by it. 

Upon receipt of this request, this Reserve bank immediately contacts the office 
of the chief national bank examiner and informs him that at the earliest oppor- 
tunity an examiner will make a field investigation in connection with the appli- 
eation to organize. 

The Federal Reserve examiner prepares a written report of investigation 
which includes comments concerning (@) general information relative to the 
area to be served by the bank ; (b) the individuals who appear as organizers; 
(c) the adequacy of the proposed capital structure; (d) prospective deposits, 
earnings, and expenses; (¢) the proposed location of the bank, with information 
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concerning occupancy of bank premises, whether owned or leased, and invest- 
ment in other fixed assets; (f) the competition which the applicant is likely to 
encounter; (g) possible future establishment of branches; (h) the banking 
powers which will be exercised by the proposed banks; (i) reasons why appli- 
cant believes there is a need for the proposed bank; (j) the proposed board of 
directors and principal managing officers; (4) examiner’s concluding remarks, 
which include his recommendations as to merits of the application. 

The information contained in the examiner’s report of investigation, together 
with any other data available to the Reserve bank, places the Reserve bank 
in a position to comment to the Board of Governors concerning the four topics 
heretofore listed. The letter to the Board contains the recommendation of the 
Federal Reserve bank, which usually, but not necessarily, is the same as the 
recommendation of the examiner. A copy of the examiner’s field investigation 
report also is furnished to the Board. 

In most instances, no further contact is made with the organizers of the 
national bank prior to its opening other than the receipt of funds with which 
to establish its statutory reserve account, and the receipt of funds in payment 
of the bank’s subscription to Federal Reserve bank stock. 

Mr. Reuss. Because it does seem to me that whatever those criteria 
are—and I assume they are good and sound—they could equally well 
be fastened to a $10 membership arrangement. 

Mr. Maneets. I think quite properly they should, sir, but my in- 
terpretation of the bill was that it made no provision for it, that it 
was just an “as you will” sort of thing. 

Mr. Reuss. Let me say at this point that I am a long way from 
making up my own mind on this $10 membership feature, but what- 
ever the outcome, it would seem to me that this committee would 
want to give every consideration toward preserving the existing eri- 
teria of the Federal Reserve System for including or excluding mem- 
ber banks, unless we find that we disagree with them, and then I think 
we would want you to come back and talk about it. 

Mr. Murrer. Will the gentleman yield ? 

Mr. Reuss. I will be glad to yield. 

Mr. Mutter. The chairman, Mr. Patman, agreed with me at the 
last hearing that neither his bill nor my bill intended to take away 
from the banks or the Board the right to reject a bank that had no 
right to be in the System or didn’t meet the proper standards. And 
I think the chairman agreed with me that if the bill were not explicit 
in that connection we were ready to make it so. 

Mr. Reuss. I see. Well, this, then, washes out the point we are 
talking about. Because it would seem that the authors of both bills 
here are agreeable to whatever language is necessary to make it clear 
that the Federal Reserve System would retain every power it now 
has to exclude or to include given banks. 

Mr. Maneets. I think if that were spelled out in both bills it 
would be an improvement; yes, sir. 

Mr. Reuss. If it were spelled out, am I right in thinking it would 
take care of this too easy ingress and egress point that you make? 

Mr. Manaets. Correct. 

Mr. Reuss. Now one other question. This refers to your testimony 
on page 4 of your prepared statement, where you take up the ques- 
tion of the $24 million a year that is presently paid out as dividends 
under the stock, and you say that such an amount cannot be considered 
inconsequential. 

I agree with you. One of my lines of inquiry throughout these 
hearings is to see what we can do about the fiscal position of the 
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U.S. Treasury, which as Congressmen we are very much interested in 
improving however we can. 
ou made one suggestion there, on page 4, that by eliminating the 
resent tax exemption on dividends on the original $143 million of 
Federal Reserve stock, you could pick up—you don’t give the figure, 
but applying your arithmetic to it it would sound like about 50 per- 
cent of $9 million, or around $4.5 million a year. 

Mr. Maneers. The chairman has corrected that to 30 percent. 

Mr. Reuss. Subject to such variations as set forth by Mr. Patman 
with regard to income taxation on banks, of which I am ignorant, I 
want to say that I approve of your general groping here for ways to 
help the Treasury, and $4.5 million, or some part of it, is by no means 
chickenfeed. 

Mr. Mancets. Indeed not. 

Mr. Reuss. I have a little doubt about the equity and fairness of it, 
however. Weren’t these banks perhaps lured into the System prior 
to 1942 by the commitment that their stock would not be taxed, and 
might it not be a breach of faith to relinquish that contract? Of 
course, the Federal Reserve could, at any point, completely pay back 
the capital contribution. In fact, that is what these bills are about. 
But I am wondering about the equity of singling out one group, the 
pre-1942 people, and saying, “Your contract is going to be interfered 
with, but for the post-1942 people, they are not going to be interfered 
with.” 

Mr. Maneens. I think perhaps, Mr. Reuss, that might be a question 
of legal nicety, and I am not a lawyer, so I can’t do anything more 
than express an opinion as to what I think might have happened. It 
may be that, in March 1942, when the law was changed to provide for 
taxation on these dividends, it was decided, from the contract aspect 
which you mentioned, it could not be made retroactive as against those 
banks which already were in existence and holding that stock, but 
nevertheless there does exist an inequity. 

A bank which was organized, say in 1922 or 1924, with $100,000 
capital, has a subscription of $6,000 in Federal Reserve bank stock, on 
which it has paid in $3,000. Then suppose a bank was organized in 
1959 or 1960 with the same subscription, the same capital. The latter 
pays a tax on the dividend it receives, whereas the bank organized 
earlier is exempt from taxation, and I think that is an inequity. In 
connection with the bill known as the “Financial Institutions Act,” I 
think there may have been a proposal or provision for the elimination 
of the tax exemption on that prior stock. 

Mr. Reuss. This seems to be a grandfather clause here, which cer- 
tainly—now that you call my attention to it—doesn’t seem equitable. 

What would you think, still along the lines of how we can get every 
penny into the U.S. Treasury in these days of deficits that we can, 
what would you think of keeping the institutional arrangement exactly 
as it now is? There are many advantages in retaining the stock 
ownership device. We have been doing it for forty-odd years, and 
there is something to be said for it. What would you say to the enact- 
ment of a law which would simply reduce the percentage of capital and 
surplus contributions and return to the member banks the difference 
between the amount they have contributed under present law, and the 
amount that would be required under the new law? 
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For example, instead of requiring a paid-in amount of 3 percent of 
the total 6 percent, if you required a pies amount of only 1 per- 
cent, or say three-tenths of 1 percent? This would result in many 
millions of dollars each year going to the Treasury that don’t now go 
there. It would not, it seems to me, be unfair to the banks, as they, 
of course, would be given this money back and could invest it or lend 
it, or whatever would be most helpful to them, and yet it would retain 
the institutional arrangement we are talking about. 

What would you say to such an approach ¢ 

Mr. Mancets. I think a reduction in the stockholdings would be 
preferable to eliminating completely the stockholdings, because, as you 
say, it would retain the institutional concept. But if I might com- 
ment for a minute on this $24 million. In the first instance, a portion 
of it is subject to taxation. Now, I have used the 52 percent figure, 
and I have indicated that approximately $7,800,000 is payable in the 
way of taxes, so that $24 million, on that basis, drops to $16,200,000. 

ae suppose we refund to the member banks the $400 million in 
stock. 

Mr. Reuss. Not entirely. Not the entire amount. 

Mr. Mancets. Well, whether it is $340 million or $300 million or 
$400 million—let’s for the sake of rounding it out call it $400 million. 
If we paid out that $400 million in stock, we would do it by crediting 
the accounts of the member banks. Thereby we would supply re- 
serves. Now if we did that, at a time when normally we would supply 
reserves through the open market operations, we would not purchase 
$400 million in securities in the open market. 

Mr. Reuss. May I interrupt at this point to say—because I don’t 
think there is any difference between us—that if Congress did elect the 
method of helping the Treasury that I am describing, it seems to me 
it ought to do so in such a way as to give the Federal Reserve System 
complete discretion to accomplish it in a manner consistent with, and 
only in a manner consistent with, sound monetary policy. Thus it 
would have to wait for the proper time to expand the money supply. 

And if it took 10 years, that would be all right. You are quite right 
in saying that if the Federal Reserve tried to accomplish this in a 
period when there should be credit restraint, it would have an un- 
fortunate effect on the economy. 

Mr. Mancets. Yes, sir, it could be offset in several ways. But what 
I was trying to point out was this: If it were done at a time when 
the System normally would want to supply $400 million in reserves, 
it would just substitute the $400 million return of the capital stock 
in lieu of purchasing $400 million in Government securities. So 
therefore, the System would have in its portfolio $400 million less in 
Government securities, and it would not have the earnings, and if we 
averaged those at 3 percent, that would be $12 million a vear that we 
would not have in earnings and which would not be available to pay 
to the Treasury. 

Mr. Reuss. It still would be taking 3-percent money to repay 
6-percent money, and that is always good business. 

Mr. Mancets. Yes, but on the other hand, sir, if the question is one 
of supplying the Treasury with more tax receipts, we could furnish 
the $400 million in capital stock to the member banks, which would 
permit an expansion of—using Mr. Patman’s term—“high-powered 
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dollars”—I think he used the ratio of 8 to 1—which would permit an 
expansion of $3.2 billion in credit. If we assumed that credit was 
expanded by $3,200 million, and those loans were made at the 6-percent 
rate, bank earnings would be increased some $190 million, and on the 
basis of 50 percent it would increase the tax receipts of the Treasury 
by over $90 million a year, just through that one operation. And if 
we carried that a little further, every time we wanted to increase the 
tax receipts for Treasury, we could reduce bank reserve requirements 
and thereby provide them with additional reserve which they could 
use to expand their loans to increase their earnings and provide 
additional tax funds to the Treasury. 

Mr. Reuss. Yes 

Mr. Mancets. That is all theoretical, of course. 

Mr. Reuss. We both agree that such tail wagging of the dog methods 
would be very bad monetary management, and I would never for a 
moment accuse the Federal Reserve of wanting to warp its open market 
policy in order to fiddle around with the question of tax receipts. 
However, I think your little example has pointed out that it might be 
very salutary for the banking system to get the added reserves that 
would ensue from such a repayment of their money deposited on 
the stock. 

They might make more money, and due to them making more money 
the Treasury might make still more on tax receipts. But I prefer 
not to get beyond that. 

Mr. Maneets. I think the banks would like to have $400 million 
more in reserves, but I don’t think they would like to have it by means 
of a capital stock cancellation. 

Mr. Reuss. Of course we are speaking of the amount of the reduc- 
tion of the amount of paid-in capital ? 

Mr. Mancets. Yes, sir. 

Mr. Mmuer. Mr. Mangels, last week we had the testimony from 
Mr. Hayes of New York, in which he stated he felt one of the principal 
purposes of the Federal Reserve was to advance the prosperity of the 
country. Would you agree that this is so? 

Mr. Maneets. To advance prosperity of the country ? 

Mr. Mittrr. Yes, the economic well-being of the country. 

Mr. Mancets. Yes, sir, I think the objective of the Federal Reserve 
System is to help provide a healthy climate in which the economy can 
progress to the ultimate degree, but at the same time maintaining a 
sound dollar. 

Mr. Mitter. Do you think that this is being done at the present time 
by the Federal Reserve System ? 

Mr. Mancets. I think every effort is being made to do it. 

Mr. Miter. Do you think it is successful ? 

Mr. Maneets. I think it has been successful, yes, sir. 

Mr. Mititer. Would you agree that the Federal Reserve Board of 
Governors is tremendously powerful ? 

Mr. Mancets. I would agree they have tremendous responsibilities, 
yes, sir. 

Mr. Mitier. Do they have tremendous powers ? 

Mr. Manaers. They have powers. 

Mr. Mier. I notice that on page 3 of your prepared testimony you 
entirelv asree with Mr. Hayes and others that these are men “who are 
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dedicated to the public welfare. Their decisions are made without 
bias or self-interest of any group.” 

Would you say that the Board of Governors does not represent any 

roup ? 
" Mr. Mancets. I did not hear your question, Mr. Miller. 

Mr. Miter. You say in your prepared statement that the Board of 
Governors are without bias or self-interest of any group, and my ques- 
tion is, Do you seriously believe that the boards of directors do not 
represent any group or any particular point of view ? 

Mr. Mancets. Well, my statement referred to boards of directors of 
the Federal Reserve banks, rather than the Board of Governors of the 
Federal Reserve System; but I think I could make the same comment 
about those men who are presently members of the Board of Gov- 
ernors. I think they are unbiased; they review the general situation, 
and the actions that are taken are taken with the intent of benefiting 
the country asa whole. 

Mr. Mitter. Who is on the board of directors, for example, from 
San Francisco? 

Mr. Mancets. The board of directors? Well, there may be some, 
sir, whom you know. We have as our chairman Mr. Fred Whitman, 
president of the Western Pacific Railroad. We have as our deputy 
chairman Mr. Freeman, of Paramount Pictures. He is from Holly- 
wood. The third member is a wheatgrower who lives in the northern 
part of our area, in Vancouver, Wash., Mr. Welk. 

Mr. Mitier. How many acres of wheat does he have? 

Mr. Mancets. I don’t know. I know he isa wheat producer. Then 
in our class B directors, we have Mr. Rosenblatt, who is president of 
the Eimco Corp.; Mr. Walter Johnson, who is chairman of the Ameri- 
can Forest Products Corp., and also chairman of the Friden Calculator 
Corp., which does quite a bit of work for the Government, too. Then 
we ae Mr. McLaren, who is a partner in Haskins & Sells, public 
accounting firm. 

In our bank group, that is, the class A group, we have Mr. Byrd, 
from Willows, chairman of the board of the First National Bank. 
We have Mr. Hubbard, from Pasadena, Citizens Commercial Trust & 
Savings Bank, and Mr. John Schoonover, from Boise, Idaho, Idaho 
First National Bank. 

Mr. Mitirr. And these men don’t bring any particular attitudes to 
the board meetings? They are representatives of the public, these 
gentlemen ? 

Mr. Mancets. Yes,sir. We have in our directors’ room, Mr. Miller, 
two American flags crossed on the wall facing the table, and a number 
of people coming through the bank have commented that if the di- 
rectors sit at this table and look at those American flags they can’t 
make a wrong decision. And I can say from my personal experience 
that there is no bias, there is no consideration other than for the 
country as a whole. 

Mr. Miter. That is all. 

Mr. Parman. Mr. Johnson. 

Mr. Jounson. Mr. Mangels, I call your attention to your testimony 
at page 3. You raise the suggestion that should the capital stock be 
eliminated there could follow a further erosion during which the 
System would be unable to attract the best qualified directors and the 
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staffs of the banks would deteriorate. This approach, if that were 
true, would distress me. I take it you vote in San Francisco, or 
nearby ? 

Mr. Mancets. Yes, sir. 

Mr. Jounson. You area citizen, and you pay taxes? 

Mr. Maneets. Yes, sir. 

Mr. Jounson. Did you ever consider yourself a stockholder of the 
State of California ? 

Mr. Mancets. I am a citizen of the State of California. I am a 
taxpayer of the State of California, but I don’t think I am a stock- 
holder; no. 

Mr. JonHnson. You vote for Members of Congress and the Senate 
and the President in the appropriate elections. Do you ever think 
of yourself as a stockholder in the U.S. Government ? 

Mr. Mancets. Not directly as such; no. 

Mr. Jounson. Now it has been my good fortune that my neighbors 
have seen fit to elect me to serve on one occasion in the State legislature 
and upon another occasion to elect me to serve in this great body. I 
serve as a director of what is undoubtedly the greatest corporation in 
the world, the Government of the United States. Iam anew Member 
here. I must say I am impressed with the caliber of men that this job 
attracts. Perhaps because I won an election I may be biased in my 
views of what the voters do with respect to choosing directors. Now 
you do not think of yourself as a stockholder in going to the polls, nor 
do the members of my party organization perhaps think of themselves 
as stockholders. 

Do you think we would be better off if we required a membership 
fee of 3 percent of each person’s net worth as a requirement to get 
them more interested in choosing directors for the State of California, 
or the U.S. Congress ? 

Mr. Maneets. Well, no; I dont’ think so, sir. But, Mr. Johnson, 
on this question of the stockownership, and the possible erosion of the 
quality of our directors, I had this in mind: I don’t think that the 
member banks would be any less concerned in trying to find capable 
men to serve as directors, but here we have an institution which has 
been in operation some 45 years now, with what we call an institutional 
concept. We have had some changes over those years, it is true, but I 
would classify those changes into two categories. I think we have had 
a number of changes that we would call, say, administrative opera- 
tional changes. We have had changes in the reserve requirements from 
the fixed 3, 7, 10, 13 percent that were in the original act. That was 
modified to permit increases or decreases within certain limits at the 
discretion of the Board of Governors. I would consider that an opera- 
tional change. 

We had an addition to the act in the midthirties—section 13(b), 
since repealed—which permitted us to make some changes in our type 
of lending. We could lend directly to individuals. We had section 
10(a) included, which provided for a different type of discounting. 
We had regulation W at one time; and all of those I think I would 
call administrative or operational changes. 

Now from the aspect of the structural changes, I think the Congress 
has been very reasonable in not making major modifications. Until 
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the thirties, we had the Secretary of the Treasury and the Comp- 
troller of the Currency as members of the Board. The Banking Act 
amended that and dropped them from the Board. Prior to the 
thirties, we had a full-time chairman at each Reserve bank, and 
there was a division of authority between the then Governor of the 
bank and the Chairman of the Board. 

Mr. Jounson. But you don’t think that a change in the organiza- 
tional structure at that time actually weakened you to the point that 
you couldn’t get good directors ? 

Mr. Mancetrs. No. I think those changes were all for betterment, 
but I can’t help feeling that it would not be good if we changed the 
capital structure, because in our economy we look very much to 
capital. In our examination of banks one of the items we review with 
great care is this question of capital—is the capital adequate to meet, 
the liabilities of the bank, are the interests of the stockholders in the 
banks sufficient, in percentage, in relation to the depositors’ money 
that is put in? 

Mr. Jounson. The point I was making earlier is relevant at this 
very point. No citizen has so great an interest—save possibly Mr. 
Hunt, who has written a book on the subject—with respect to the 
conduct of his government, that you could allow that to be a considera- 
tion in choosing directors for major activities like State and Federal 
Governments, and yet we do attract competent people. The powers 
are of such great importance that the citizens are concerned as to the 
candidates who are selected and the persons who are chosen to run. 

It seems to me that the banks would be equally concerned with the 
power that reposes in them, and I would think that your banks would 
still find people who are ready, willing and able 

Mr. Maneets. I would hope so. 

Mr. Jounson. To perform competently in that area. 

Mr. Mitier. Would you yield? 

Mr. Jounson. I yield. 

Mr. Miter. To sharpen that up, does it really have anything to do 
with the issuance of capital stock or anything of this sort that moti- 
vates people to serve as directors, or is it not the power structure which 
motivates them ? 

Mr. Mancets. Well, I think, Mr. Miller, that as to the question of 
directors selected by the stockholding banks, they are certainly inter- 
aha getting the best qualified men they can find to serve on the 

oards. 

Mr. Miter. I don’t want to interrupt, but my question was: What 
is it that really motivates a man to become a director; is it the con- 
sideration that you raise at the top of page 3, or is it the tremendous 
power which inheres to the position ? 

Mr. Mancers. If you ask what motivates a man to be a director, I 
don’t know of any instance where a man has sought the job, but he 
has been sought by the stockholding banks and has been requested to 
serve, 

Mr. Miter. Well, what would motivate his acceptance ? 

Mr. Mancets. Well, I think he feels that he is serving the public 
and he is contributing in a civic way to the welfare of the country. 

Mr. Murr. Then not the contention you raise at the top of page 3? 
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Mr. Mancers. Well, the top of page 3 was a supposition, and a 
sibility of what might follow if there was some loss of confidence 
in the Federal Reserve System. 

Mr. Jonnson. I think if there were loss of confidence that I would 
agree with you. 

May I turn to one other question, which is mostly technical. At 
the top of page 3 you deal with the banks who have elected to with- 
draw because of the reserve requirements which are higher than some 
of the State bank requirements in your district. Would these with- 
drawals have occurred if the vault-cash bill which the Congress passed 
last year had been on the books earlier? In other words, would this 
have remedied a part of the concern that you here express? 

Mr. Manezts. Yes, sir; I think that might have had a bearing, 
because at that time, under the Federal Reserve Act, banks were not 
permitted to carry vault cash as any part of their reserves. Now they 
are permitted in rather limited amount, and I know the Board is 
studying the question of how and when to expand the amount that 
banks can carry. But under our State laws—and that applies to all 
of our States—the nonmember banks can carry their reserves with 
their correspondents, and in that regard those balances they are carry- 
ing with correspondents serves two purposes. I don’t know what the 
average would be, but let’s assume that 10 percent of a bank’s deposit 
liabilities are carried in the form of cash or immediately available 
balances with correspondents. Those balances which are used as 
operating balances—checks are drawn against them, transfers are made 
from them for the benefit of customers—serve a dual purpose; whereas 
the member bank must carry virtually that same amount with corre- 
spondents in addition to carrying their balance with the Federal 
Reserve. 

Mr. Jounson. I concur with your observation. I only would add 
the footnote that you know the banking history of the United States 
well enough to know that at the time when you relied solely on the 
correspondent’s reserves, the country experienced a breakdown in the 
economic system. I would not want to modify the reserves so sharply 
as to seek wider membership by erosion of our bank standards, so as 
to recreate the very conditions which gave rise to the Federal Reserve 
System. 

May I simply request, Mr. Chairman, rather than ask further ques- 
tions on this point, that if the witness or other members of the Federal 
Reserve have any suggestions that they care to submit to the Banking 
and Currency Committee with respect to the requirements for mem- 
bership in the Federal Reserve System, which might suitably be modi- 
fied without embarrassment to the strength of our monetary system, 
as a possible way (regardless of what we do under this bill), to help in 
widening the membership in the Federal Reserve System, I am sure 
this committee will be glad to receive such recommendations, either 
formally or informally. 

Mr. Mancets. I would be very happy to. 

(Mr. Mangels supplied the following comment :) 








WIDER MEMBERSHIP IN THE FEDERAL RESERVE SYSTEM 


The Reserve banks are, of course, interested in having membership in the 
Federal Reserve System as widespread as possible. In our 12th district the 
issue is perhaps not as pressing as might be thought from the fact that slightly 
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less than half of the banks in the district are members of the Reserve System, 
since 89 percent of the assets of all insured banks in the district are in our 
member banks. ‘To be sure, and I am not suggesting this as a recommendation, 
reserve requirements might be lowered to such levels that Federal Reserve 
requirements would be more advantageous than most State requirements, even 
after allowance for the form in which these reserves may be kept in meeting 
State requirements. (The effects of such a lowering of requirements might 
be lessened over time, however, if it set in motion corresponding reductions in 
State requirements.) Many of the services rendered to smaller banks by 
correspondent banks, such as investment advice, are entirely inappropriate for 
institutions such as the Reserve banks. Probably all that can be done toward 
making membership attractive in the present situation is for the Reserve banks 
to operate as efficiently as possible in serving the public through their member 
banks, and rely upon these services and a sense of public responsibility on the 
part of commercial banks. 

Mr. Patrman. I know the committee will appreciate any comments 
on that subject. 

Mr. Multer. 

Mr. Mutrer. Mr. Mangels, I note with interest your statement that, 
to the best of your knowledge, stock ownership in the Federal Reserve 
banks is not regarded as ownership by our member banks. And that 
coincides with what we have heard from all the other presidents of 
the Federal Reserve banks, both during these hearings and at other 
times, and from the members of the Federal Reserve Board. 

Yet the interesting thing is the Federal Reserve Bank of New York 
distributes a pamphlet prepared by the Federal Reserve Bank of 
Minneapolis, which says that the member banks own the Federal 
Reserve banks. Now, I don’t ask you to try to explain why the New 
York bank does that, distributes something which is contrary to 
their statement, and the Minneapolis bank issues a statement which 
is contrary to everything which everybody has told the Congress. 

Mr. Mancets. I don’t recall seeing either one of those, but I’m sure 
San Francisco hasn’t issued anything like that. 

Mr. Mutter. I am glad to hear that. 

Mr. Mangels, you say Reserve banks can operate without capital 
stock, just as our country could operate without a flag. When I talk 
about our flag it is symbolic of our country. The same way with 
the banks. When they wave their stock certificates, they are pre- 
tending it is symbolic of their ownership, of the Federal Reserve banks 
which they do not own. I think we ought to take that word “stock” 
out of the law, because it is not stock. It has nothing to do with 
the election of directors, and everybody has told us that. I am willing 
to go along with you, and I certainly believe as you do, that every 
director of a Federal Reserve bank serves and does his level best to 
serve in the interest of the Federal Reserve bank and the country, 
even when there is a conflict of interest between the Federal Reserve 
bank and some member bank. Don’t we take away the last vestige 
of possible conflict of interest when we take away from the member 
bank a stock certificate, which is not a stock certificate, so that if one 
of its officers then becomes an officer of the Reserve bank, he can say 
to the world: “There isn’t any doubt, there is no conflict of interest 
between my decision here, even though it may aid that member bank 
in which I was once an officer, because it owns no stock in this Reserve 
bank.” Don’t we strengthen that position ? 

Mr. Mancets. I am not so sure that you do, Mr. Multer. This 
entire question of the stock and what it represents in the eyes of the 
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banks—I know it has been said that the banks claim they own the 
Federal Reserve banks, but I can say from personal experience—and I 
say it in all sincerity and all esse teat have never had a member 
bank come to me and say “I own the Federal Reserve bank.” 

Now, you cannot find, in material we have published from time 
to time, reference directly to the ownership of the Federal Reserve 
System, and I might say, frankly, that hasn’t been put in because it 
hasn’t become a question with us out there. It hasn’t come up. We 
don’t think of it. I think perhaps this question of who owns the 
Federal Reserve banks comes up more frequently in the District of 
Columbia than it does in the nine Western States, because it isn’t a 

int of issue anywhere. In the final analysis, the banks own the 
stock, but the important thing is: Do they control the Federal Reserve 
System—and I don't think they do, and I say that sincerely. 

Mr. Mutter. When you talk of erosion of staff and staff quality, do 
you mean directoral staff or staff below the level of directors? 

Mr. Mancets. Well, it might technically apply to both. This isa 
suppositious case, of course. But let’s put it this way: If we want 
to develop in this country, we must expand business. To expand 
business we must have confidence on the part of businessmen, we must 
have confidence on the part of the citizens, the consumers as well as the 
producers, and that confidence stems in some measure from the general 
confidence in the banking system, and I think the confidence that is in 
the banking system stems in some measure from the confidence that 
exists in the Federal Reserve System, as it has been constituted. 

Now, there may be many, many people that don’t know what the 
Federal Reserve System is or what part it plays in the economy of the 
country. We have maybe several thousand visitors, schoolchildren, 
teacher groups, business groups and others come into the bank, we 
take them through, we show them the operations, the check operation, 
the cash operation, the discount operation, and so on, but they never 
see anything that has to do with monetary policy. That is not a de- 
nares gt of the bank, as such; it isa POSey Operation which is con- 

ucted here in Washington when the members of the committee sit 
around the table. 

Now, if those people who now have confidence in the System should 
by chance misinterpret any actions that the Congress might take, that 
would affect its structural aspects, wouldn’t we then tend to lose some 
confidence in the System as we have it now set up? That is the point 
I was bringing out. 

Mr. Mutter. How can we tend to lose any confidence in the Federal 
Reserve System and the Federal Reserve banks if we don’t need this 
capital? The reason there is a difference between Mr. Patman’s bill 
and mine, my bill keeps the money in as a reserve—I thought somebody 
was going to oppose the Patman bill and say we have to have this 
money for reserve, for liquidity, or solvency, or possibly as a guarantee 
of repayment of loans by member banks from the Federal Reserve 
banks. But nobody contends that. 

Everybody comes in and says we don’t need this money. Now, if 
you want stock, as stock, let the U.S. Government take the $400 million 
and own the stock, and let it get the 6 percent. I am sure you are go- 
ing to agree that in the exercise of al these functions on behalf of 


the economy, it must be done fairly and without discrimination. 
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Mr. Mancets. Yes, sir; I agree that 
Mr. Muurer. Then why shouldn’t I, or any constituent of mine, be 
able to go to your Federal Reserve bank and say, “Give me a hundred 
shares of your stock. I want this good security that is going to pay me 
6 percent too.” Why should it only be a member bank that can get this 
guaranteed security that can’t vary in price or value, and is going 
to give you 6 percent year in year out? Why shouldn’t I be able to 
buy that stock 
r. Mancers. But, Mr. Multer, when the act was first passed, it 
was provided that the member banks, or those banks which were to 
become member banks, should subscribe to the stock—— 

Mr. Mutrer. Because they needed the capital. 

Mr. Mancexs. And if the capital subscription by the members did 
not reach $4 million for a Reserve bank, the public was given an op- 
portunity to buy the stock, and if between the banks and the public 
there was not adequate stock subscription, then the U.S. Treasury was 
to come in to purchase whatever deficit there was to bring the capital 
up tothe minimum. 

Mr. Mutrer. We started the banks then without a nickel of capital, 
except that subscribed, and no surplus except that created artificially. 
Today we have an actual surplus built up out of earnings of $800 
million. 

Mr. Mancets. That is right. 

Mr. Muurer. What do we need this other $400 million in capital 
for, and pay 6 percent on it, to a group of commercial banks that are 
esate of the System? If we need the capital stock, let everybody 

uy it. 

Mr. Mancets. Well, you have to limit it to those that are members. 
You have a statutory restriction on the amount of dividends you can 
pay, and I might say I don’t know why it was decided that a member 

ank should subscribe to 6 percent of its capital and surplus. It might 
have been 2 percent or 10 percent. That is the way the authors of the 
act decided the stock subscription should be set up. Then they decided 
that to make that stock an attractive investment they should provide 
a dividend return of 6 percent. Now, it can’t be increased or de- 
creased. Yet, m the early stages of the System I can remember when 
we didn’t have sufficient earnings to pay the dividend, and I think 
the first dividend we paid was 10 cents per share on.a partial basis. 

Mr. Mutter. We have been told there isn’t a single commercial 
bank in the country that has preferred stock with a guaranteed divi- 
dend: Yet the member banks own stock, or have stock certificates 
paying them a guaranteed dividend of 6 percent per year, year in and 
year out. 

x mae Manages. They are private institutions. They are not a central 
ank. 

Mr. Muurer. I am talking about the member banks who own these 
so-called stock certificates in the Federal Reserve banks. 

Mr. Mancets. But isn’t that an institutional concept? Isn’t that 
something that we have grown up with ? 

Mr. Mutter. They get a guaranteed dividend of 6 percent per year, 
year in and year out, regardless of earnings. 

Mr. Mancets. Well, the law says that the dividends are cumulative, 
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Mr. Mutter. I know, but we are trying to change it. I think the 
law is wrong. It might have been necessary as an inducement to get 
these banks in in the beginning, but we don’t need it today. 

Mr. Mangers. I suspect that is right, but the 6 percent was set 
because that was fairly in line with existing rates in 1913 and 1914. 

Mr. Mutter. But it has been frozen all these years. I think it is 
high time we did something about it. 

Mr. Mancets. But it isn’t far out of line on the basis of earnings of 
banks today. 

Mr. Mutter. But it has been far out of line for many years up to the 
present tight money market. 

Mr. Mancets. It has been during depression periods; yes, sir. 

Mr. Motrer. You pointed out that it might drop as low as 1 percent 
if it weren’t a guaranteed dividend. I think you point out in your 
remarks here that it might drop as low as 1 percent. 

Mr. Mancets. Well, wasn’t your bill based on the discount rate, and 
a half percent above the discount rate? 

Mr. Mutter. Yes, sir. 

Mr. Mancets. Yes, sir. Which during the period 1942-446—— 

Mr. Mutter. The discount rate is the only other source of income of 
the Federal Reserve banks, other than the interest on Government 
securities. 

Mr. Mancets. Yes, sir. 

Mr. Mutter. Thank you, Mr. Chairman. 

Mr. Parman. Mr. Barr. 

Mr. Barr. I have nothing to add to this, Mr. Chairman. 

Mr. Patman. We will continue as long as we can. 

Mr. Mancets. I believe you stated that the stock is not absolutely 
necessary. It is not needed in the Federal Reserve System for any 
financial purpose. 

Mr. Mancers. That is correct. We do not need the capital. 

Mr. Parman. Neither is the surplus. 

Mr. Manoets. Weconsider the surplus as a reserve. 

Mr. Patman. In fact, you have not invested either the capital or the 
surplus, have you. Mr. Mangels? 

Mr. Mancets. Well, let’s analyze that question just a bit, Mr. Chair- 
man. When the initial stock was subscribed for, payment was made 
in gold, and that gold constituted the basis of our reserves. Theoreti- 
cally, that gold is still available. We use it in the form of warehouse 
receipts, gold certificates, at the present time. 

If a member bank comes into the System today, the member bank 
will sell stock, say for $1 million, to a group of say 10 peonle, who 
will draw out $100,000 apiece from local banks, and that will be put 
into a depository to be held until the Comptroller or State authority 
authorizes the bank to commence business. When the bank is author- 
ized to commence business, it will send to the Federal Reserve bank a 
check for the amount of its required subscription to the capital stock 
and for the amount that it requires to be set up as a reserve account. 

Now the proceeds of these two new accounts will come out of existing 
reserves, because we collect the check that is presented to us in pay- 
ment of both the capital stock and the establishment of the reserve 
account—it is drawn on another bank—so the reserves of one bank 
become the reserve of another bank and the capital stock of the other 
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bank. But we are still using the basic gold that was deposited when 
the System was established and during the first years of the System. 

Mr. Parman. You have about $400 million in stock, in stock pay- 
ments, have you not ? 

Mr. Mancets. Yes, sir. ' 

Mr. Parman. Now, you don’t have a pile of money someplace rep- 
resenting that $400 million. That is on the books of the bank, and it 
is more or less fictional, is it not ? 

Mr. Mancets. No. 

Mr. Patrman. It doesn’t actually exist? The money doesn’t actually 
exist there ? 

Mr. Mancets. No, not in the form of money, because a portion of 
it, as I have described, has come out of the reserve accounts of other 
banks. 

Mr. Parman. Yes, sir; and we have already discussed with Mr. 
Allen the fictional nature of the reserves. 

Mr. Mancets. They are both liabilities, and we reduce the reserve 
account of some bank in order to establish a liability for the capital 
account of another bank. 

Mr. Parman. Now since you don’t need this capital and surplus, 
don’t you think it would be well, instead of paying into the Treasury 
$266 million as you did at the end of 1959, if you paid also the other 
$750 million of the surplus. In other words, let the Treasury use 
it at this time of extreme need, rather than leave it in the Federal 
Reserve banks, where it is not invested and where it is not needed, 
and will never be needed, since these banks have the power to create 
money / 

Mr. Mancers. You are referring to our surplus account ? 

Mr. Parman. Yes. 

Mr. Mancets. No; I don’t think I could subscribe to a relinquish- 
ment of the surplus of the Federal Reserve banks. 

Mr. Parman. Because of the pressure of time I am trying to cut 
short my questions, Mr. Mangels. I assume, however, it will be all 
right with you, to ask you questions in writing, in which case you 
will be willing to answer them for the record, for this transcript or 
future transcripts ? 

Mr. Mancets. I will be very happy to. 

Mr. Parman. At one time it was noticed, in examining your audit 
report, that you were permitting the clearinghouse association to use 
space in the Federal Reserve bank on a rent-free basis, in lieu of the 
payment of assessments as are paid by other members in the clearing- 
house association. Further, I notice you are still permitting that to 
be done. 

Mr. Mancets. Yes, sir. 

Mr. Parman. Do you consider that a proper use of those facilities, 
Mr. Mangels ? 

Mr. Mancers. Yes; I do, Mr. Chairman, or we wouldn’t be doing it. 

Mr. Parman. Why do you consider that you are under obligations 
to pay dues or assessments? You are like a post office at San Fran- 
cisco. If the postmaster were paying dues to his postmasters’ asso- 
ciation, of course it would be proper for you to pay dues to your 
bankers association. But the postmaster is not privileged to do that. 

Mr. Manaets. I do not know as to that. 
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Mr. Parman. Don’t you consider that you are on a comparable 
basis with the Postmaster as to the use of public funds, Mr. Mangels? 

Mr. Maneets. From the aspect of using any public funds as such, 
yes, I think there may not be much difference between the Postmaster 
and the Federal Reserve bank. But in answering your question as 
to the use of this 1400-square feet of space by the clearinghouse, I 
might say that we are effecting a real economy by providing that space 
within our building. We are the largest taker of dollar amounts of 
checks to the clearinghouse. We get a great service from the clear- 
inghouse, and the > at dn settles the balances. That is an 
operating function in which we are the largest participant. If we 
did not provide this space in our own building, and incidentally it is 
space that couldn’t be used conveniently in any of our own opera- 
tions—if we didn’t have this space it would be necessary for us to take 
a truck, with a driver and a guard and the clearinghouse messenger, 
somewhere across town, which would take quite a bit of time, and 
because of the limitations on parking we would probably have to 
have two men there, one acting as a guard to supervise— 

Mr. Parman. Yes, sir, in the interest of time I will not pursue 
that further, but I would like to ask you this about your expenditures. 
You do consider, when you spend this money, that you are spending 
public funds? 

Mr. Maneets. Yes, sir. 

Mr. Parman. And to that extent you are comparable to the Post- 
master who sells stamps and takes in public funds? 

Mr. Mancets. Yes, sir. 

Mr. Parman. Now for what other purposes do you use this money 
other than for your bank operations? Do you give donations at 
Christmastime, or subscribe to the Red Cross, or to the Cancer Fund, 
or to things like that ? 

Mr. Mancets. Does the bank ? 

Mr. Parman. Yes, sir. 

Mr. Maneets. No, sir. At Christmastime we give gifts of candy 
or cigars to the airline clerks and railroad clerks, but those come out 
of my pocket and my first vice president’s pocket. 

Mr. Parman. In other words, they are contributions from the 
officers and the staff ? 

Mr. Mancets. They are personal. 

Mr. Parman. And you don’t use public funds? 

Mr. Mancers. We make no contributions at all, sir, except from 
personal funds, as I have said. 

Mr. Parman. I was impressed, in examining the audit reports, that 
you had not used any of your bank funds for such purposes, as com- 
pared to other reserve banks, some of which have even given college 
scholarships for young people, amounting to tens of thousands of 
dollars. Some of the reserve banks have paid for picnics, golf tourna- 
ments, boat trips, and baseball games, and a variety of other amuse- 
ments. I didn’t see any of that sort of thing in your bank. 

Mr. Mancets. We have no golf tournaments, boat trips, or baseball 

es or theater tickets. If they are held, they are all on a personal 
is, and bank funds are not used. 
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Mr. Parman. That is fine. What was the source of your earnings 
during the past 10 years, Mr. Mangels? You wouldn’t have that with 
you, but would you supply that for the record ? 

Mr. Mancets. The source of the earnings? 

Mr. Patman. Yes, for the last 10 years. 

Mr. Manecets. Yes, sir. 

(Mr. Mangels supplied the following table of earnings:) 


Current earnings, Federal Reserve Bank of San Francisco, 1950-59 


























1950 1951 1952 1953 1954 
Discounts and advances---__..-- $75, 664. 80 |$1, 049, 427. 13 |$2, 243, 357.95 |$1, 481, 481. 65 $237, 295. 11 
Teeter ONS... ow. 65s... Few. oe DE, FE Bh nvdico ddl cdckleckobtadclnbeibtisedwediecdes 
Commitments to make indus- 

SENS CER a rae 3, 701. 75 3, 058. 56 ‘2, 017. 88 tp sRBRE eS Sete 
U.S. Government securities. _-- 24, 837, 543.72 |38, 167, 280. 50 |40, 563, 314. 62 |50, 389, 485. 23 | 47, 450, 053. 37 
Deficient reserve penalties_____-_- 2, 760. 01 8, 689. 35 7, 158. 03 8, 046. 80 3, 151. 44 
Commissions on bills bought for 

foreign banks.................- 1, 483. 48 3, 102. 74 1, 324. 60 3, 370. 70 1, 629. 15 
PERS | SORE AAA 5, 573. 74 77.50 1, 018. 88 102. 65 96. 25 

chiccanepalaruinciekoe 24, 926, 727. 50 |39, 256, 356. 22 |42, 818, 191. 96 |51, 882, 681.89 | 47, 692, 225. 32 
1955 1956 1957 1958 1959 
Discounts and advances. .-_------ $795, 144. 19 $765, 815. 13 |$1, 136, 236. 23 $217, 860. 24 | $1, 291, 724.77 
I CINE. gcc 5 setter igntgdoninde Bah oidedbb~ adbansuchabnddalel able did ecscnkigebshhdbseeddachaitots 
Commitments to make indus- 

trial loans_ .-_- wa dts liixin b'y beset hideia leeds on wim orien es Bs wile chpiah telat len he ccc idieneh ct tal hibtesaatsA na Bi heth is deate sotihreciatde 
U.S. Government securities... 43, 562, 885. 20 |63, 479, 869. 23 |83, 061, 696.35 |83, 026, 558.39 | 97, 480, 422. 71 
Deficient reserve penalties______- 4, 243. 00 7, 359. 70 3, 063. 96 4, 989. 18 8, 380. 56 
Commissions on bills bought for 

foreign banks..........-- ssa agi 3, 718. 66 6, 493. 33 9, 264. 68 15, 294. 81 9, 912. 95 
pe PS ee a ee 686. 17 2, 929. 49 3, 730. 30 5, 344. 28 9, 440. 85 

- | T aES FPN LESS Sees) Tey. 44, 366, 677.22 |64, 262, 457. 88 |84, 213, 991. 52 |83, 270, 046. 81 | 98, 799, 881. 84 




















Mr. Parman. I assume your bank is like the other banks in that 
about 97 percent of your earnings have come from interest on the 
securities in the open market portfolio, has it not? 

Mr. Mancets. Yes. 

Mr. Parman. About 97 percent. Now what do you do to earn that 
sama which comes from the open market portfolio? What does 
your ank do? You are never consulted about the $25 or $26 billion 
in the portfolio, in the New York bank. You have nothing to do with 
their purchase or sale, except during the 1 of 3 years that you are on 
the Open Market Committee; is that correct ? 

Mr. Maneets. That is correct. 

Mr. Parman. Outside of that, your bank has nothing to do with 
the Open Market Committee, yet 97 percent of your earnings come 
from the Government securities there in the New York Federal Re- 
serve Bank. 

Mr. Mancets. But that is an activity that stems from the provi- 
sions of the law setting up the Open Market Committee. 

Mr. Parman. I know it does. 

Mr. Manges. And we do have an opportunity to express our opin- 
ion, because we get periodic notifications from New York as to what 
their intentions are, and I am sure that if we took any exception to 
what they were planning to do, we would not hesitate to call them and 
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express our opinion. As a matter of fact, we have already done that 
on occasion by telephone. 

Mr. Parman. But reducing that to a better understanding, the truth 
is you buy those bonds, by the issuance of credit upon the Government. 
You didn’t take sapbodgts money to buy this $26 billion in bonds 
that you have. 

Mr. Mancets. We substitute the reserve funds for an asset. We 
trade reserve funds for an asset. 

Mr. Parman. Youcreate the funds to do that, don’t you? 

Mr. Mancets. That is correct. 

Mr. Parman. And then, in creating the funds to buy these Govern- 
ment securities, if the person to whom this credit is given wants the 
actual money, you get it from the Bureau of Engraving and Printing, 
in the form of Federal Reserve notes, and pay the person who wants 
the money, don’t you ? 

Mr. Mancets. Yes, sir. 

Mr. Parman. So that in practice and in effect you are taking one 
form of Government obligation, a Federal Reserve note, which is just 
as much a Government obligation as a Treasury bond and exchanging 
it for another Government obligation—a Treasury bond—which draws 
interest ; isn’t that correct ? 

Mr. Mancets. That is correct. 

Mr. Parman. You are exchanging a non-interest-bearing Govern- 
ment obligation for an interest-bearing Government obligation. Now, 
when you take Uncle Sam’s money and you buy one of Uncle Sam’s 
bonds, would you tell me how you can justify keeping that bond 
requiring Uncle Sam to continue paying interest on it, and causing 
the taxpayers to pay taxes every year eer into that fund from which 
you get 97 percent of your earnings? How can you justify not cancel- 
ing that bond, Mr. Mangels? 

Mr. Mancets. Well, Mr. Chairman, I think there is another aspect 
of that. When we acquire an asset in the form of a bond, we do furnish 
reserves. 

Mr. Parman. Yes. 

Mr. Mancets. We create—we are the monetary authority of the 
country as established by the Congress, and we create reserves under 
the provisions of the law. 

Mr. Parman. The reserves do not cost the banks anything, either; 
they are created free of charge. 

Mr. Manecets. Except that they give up an asset of theirs. The 
bank has to give up the bond that we take in as an asset on our books. 

Now, when we issue the Federal Reserve notes, we take that bond, 
say it is a $1 million bond, and we pledge that bond with the Federal 
Reserve agent and it becomes collateral against the Federal Reserve 
note that we issue. Now, we can only issue Federal Reserve nctes to 
the extent that people want to have them. We have approximately 
$31 billion in money in circulation at the present time, and if tomor- 
row we should decide to put $120 billion out, or twice or three times the 
amount that is out today, the day after tomorrow all the extra money 
would come back, because people don’t want to carry any more than 
they actually need. 

Then if we insisted on putting that money out, the value of that 
money would go down, just as it did in Germany. 
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Mr. Parman. Yes. And, of course, you also create reserves for the 
banks when you buy a bond from the insurance companies or from 
anyone else. 

r. Managts. So we can’t issue Federal Reserve currency just on 
a whim. 

Mr. Parman. I fully appreciate that. I will not pursue the point 
further on account of time. 

May I ask you some questions, for a brief answer, and then you can 
elaborate on your reply, if you desire to do so, when you receive the 
transcript. ; 

With which foreign central banks do you have the most dealings? 

Mr. Mangers. We do not have dealings with the foreign central 
banks. That is all through the New York bank. 

Mr. Parman. You don’t have any transactions of any nature with 
a foreign bank ? 

Mr. Mancets. No, sir. 

Mr. Parman. It is all with the Federal Reserve Bank of New 
York ? 

Mr. Mancets. That is right. 

Mr. Parman. Have you had any discussions with the heads of any 
foreign banks concerning the possibility of retirement of Federal Re- 
serve bank stock ¢ 

Mr. Mancets. No, sir. 

' Mr. Parman. Do the heads of the foreign central banks have an 
impression that the private banks in the United States own or control 
the Federal Reserve System ? 

Mr. Mancets. I don’t think I could answer that; but I have never 
had it indicated to me that they do. 

Mr. Parman. You don’t have any dealings with them anyway. 

Mr. Mancets. Well, they may visit if they are coming through. 

Mr. Patman. Do you consider the Open Market Committee a part 
of the Federal Reserve System or is it something set aside, over and 
above, or aside from, the Federal Reserve System ! 

Mr. Maneets. I think it is a very important part, Mr. Chairman. 

Mr. Parman. Of the Federal Reserve System ? 

Mr. Mancets. Yes. 

Mr. Parman. Now, then, we will say the members of the Federal 
Reserve Board take a certain action, and then they go into the Open 
Market Committee as members of the Open Market Committee, are 
they under the same obligations as members of the Open Market Com- 
mittee to carry out and perform their duties as members of the Com- 
mittee, as if they were taking an action on the Board, or are they 
gg hg and distinct in that respect ? 

r. Mancets. I think they have separate responsibilities in the two 
categories, but I certainly would feel that their approach to the two 
aspects should be the same, because, after all, it is a coordination of 
these various policies, the discount rate, reserve requirement, open 
market operation, and so on, that must work as a package. 

Mr. Parman. In truth and in fact, although the Federal Reserve 
Bank of San Francisco has its president on the Open Market Com- 
mittee every third year, at every meeting of the Open Market Com- 
mittee, all 12 Federal Reserve bank presidents attend and participate 
in the policymaking, although only five of them can vote. Do you 
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ever divide your votes—that is, get off in a corner as they do at conven- 
tions, when a question comes up, and the three from your area decide 
how the one who happens to be a member of the Committee will vote. 

Mr. Maneets. Minneapolis, Kansas City, and San Francisco? 

Mr. Parman. Yes. 

Mr. Mange ts. No, we do not do that. 

Mr. Parman. Whoever happens to be on the Open Market Com- 
mittee at that particular time votes ! 

Mr. Mancets. That is right. 

Mr. Parman. But you do talk with him? 

Mr. Maneets. Yes, sir. 

Mr. Parman. So in truth and in fact you are active at all times in 
the operation of the Open Market Committee, although you are not a 
member of the committee but 1 year out of every 3? 

Mr. Mancets. Well, may I say that those of us who are not mem- 
bers do bring forth information regarding the economic conditions in 
our area, and we can offer suggestions but we don’t have the right to 
vote. 

Mr. Parman. Yes, sir, they also have another group, the advisory 
committee, to do that ? 

Mr. Maneets. Federal Advisory Council? 

Mr. Parman. Yes. 

Mr. Mancets. The Federal Advisory Council, a statutory group, 
does not make recommendations in connection with the open market 
operations. They may on reserve requirements—— 

Mr. Parman. They are the ones to bring the information from 
each Federal Reserve district ? 

Mr. Mancets. Yes; they 

Mr. Parman. We hear a great deal about the new electronic equip- 
ment and other labor-saving devices some of the banks are installing. 

Mr. Maneets. Yes, I think we are leading out on the west coast. 
The Bank of America has an installation that is progressing very 
satisfactorily. 

Mr. Parman. Would you tell us something about the nature of such 
equipment, its cost, what the savings will be, and how it affects the 
ability of the bank to compete ? 

Mr. Maneets. I don’t think I can tell you anything about costs, 
because I never heard. I know it is a very substantial amount. But 
the program will involve the accumulation of deposit accounts from 
all of the offices of an area, and the concentration of that activity on 
this one piece of equipment, and that, of course, should not only speed 
up the operations and the accounting methods, but should ultimately 
reduce the cost of operation. 

Mr. Parman. I am very much interested in what Mr. Johnson asked 
you a while ago; namely, your opinion as to how other banks can be 
induced to become members of the Federal Reserve System. As it is 
now, a State bank has very little inducement to come into the System, 
because it can get its checks cleared absolutely free, through a cor- 
respondent bank that belongs to the System, can it not ? 

Mr. Mancets. Yes, and most of the small banks do, but, of course, 
they carry correspondent balances. 

Mr. Parman. There is no inducement there. I have estimated that 
check clearings cost about $100 million a year, maybe more, and the 




















RETIREMENT OF FEDERAL RESERVE BANK STOCK 217 


banks don’t have to pay any of it at all. In fact, none of the banks 
have to pay for any of the Federal Reserve services. The taxpayer who 
pays his money to the Internal Revenue Service pays for these services, 

ause his money is sent to New York to pay interest on the bonds 
of the open market portfolio and it is this money that is being used 
to pay these costs. 

r. Mangoes. But, Mr. Patman, isn’t the service rendered to the 
banks’ customer and not in behalf of the bank? The banks don’t issue 
thechecks. YouandTissuethem. They go through the normal retail 
channels. 

Mr. Parman. According to that, though, we should take care of 
Sears & Roebuck’s business, too. 

Mr. Manaets. Well, they receive many money orders. I look upon 
it as a public service, rather than a service tothe banks. Because if we 
did not do it, those who now get the benefit would be paying more for 
the service they get from the banks. 

Mr. Parman. But are they the same people? 

Mr. Mancets. I think so, to a very large extent they are. 

Mr. Parman. To some extent, doubtless that is true. 

Now as to getting more banks into the System, I know the corre- 
spondent bank renders a lot of service now that the Federal Reserve 
bank cannot render. It advises about the purchase and sales of securi- 
ties, about taking part of a loan that a local bank can’t handle in full, 
and soon. There are many services that the correspondent bank can 
render which the Federal Reserve bank cannot render. Do you have 
a recommendation that would go along the line of increasing the power 
of the Federal Reserve to render these particular types of services? 

Mr. Mancets. So far as the loan and investment program goes, 
Mr. Chairman, I would say no, we should not do it. I don’t think 
that we should be in a position to advise the bank in connection with 
the possible making of a loan, and then at a later date having our 
examiners go in—because we are a supervisory authority—having our 
examiners go in and criticize the status of that loan, because the bank 
then could say, “Well, you advised us to do it.” 

I don’t think we should advise them on their investment portfolios, 
because operating as we do, through the Open Market Account, we 
do have an effect on market conditions, and we should not then advise 
a bank to buy or advise a bank to sell because of the very circumstances 
which, as you know, would make it inadvisable to do so. 

Mr. Parman. I will take advantage of the opportunity to ask you 
in writing a number of questions that I would like to ask you now, 
but this one question I would like to have you consider: I was in 
Switzerland at one time, and I was very much surprised to learn that 
if a man wanted to go into the grocery business he had to first get a 
statement from all the people engaged in the grocery business, in that 
little town, or in the particular shopping area, to the effect that another 
groceryman was needed. Only in a case like that would another 
grocery store be allowed. 

I am impressed that we are almost getting to that kind of situation 
here in the United States of America with reference to the establish- 
ment of banks. When there is an application made for a national 
bank, of course, the Federal Reserve is notified immediately, and 
makes an investigation. The Federal Reserve goes right into that 
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area to find out if the banks believe another bank is needed. That.is 
right, is it not? . 

Mr. Manatezs. Well, no; it isn’t exactly right. I mean it isn’t com- 

lete, Mr. Chairman. We make a survey of the economic conditions 

in the area, the existing facilities, and then in our best judgment we 
try to determine whether the community needs another bank, and if 
in our judgment the needs are there, and the community can support 
another institution, we would recommend it. 

Mr. Parman. But you do give considerable weight to the officers and 
directors of existing institutions? 

Mr. Mancets. I wouldn’t say considerable weight, sir, no. 

Mr. Parman. Well, you are bound to give them some weight. 

Mr. Mancets. Well, we give no more weight to that than we would 
to the development of the other information we had accumulated. 

Mr. Parman. All right, I will accept that. 

Suppose that you decide to turn a charter down, and then the local 
people, being persistent, and wanting to put up their own money for 
a new bank, go to the State authority and the State authority agrees 
to permit a State charter for a bank in that locality. Of course, in 
order for that bank to be successful, the bank must first get Federal 
deposit insurance. If it can get a State charter, it is usually only on 
the condition that it can get the insurance. But when the people who 
are trying to open a bank come to Washington to see about their in- 
surance, the Comptroller of the Currency, who has turned them down 
for a national bank charter, throws off his Comptroller of the Cur- 
rency hat, grabs his FDIC hat, and runs over to the FDIC Board 
meeting. He is there, as one of the three members, to see that they 
are turned down for State charter. 

Do you see any objection to that ? 

Mr. Maneets. Well, he is operating under the law in a dual capac- 
ity; but I might just refer to one of your statements, Mr. Patman. 
The Federal Reserve does not charter any bank. 

Mr. Parman. I know that. ; 

a Mancexs. If it is a national bank it is chartered by the Comp- 
troller. 

Mr. Patman. I made that plain when I said Comptroller of the 
Currency. 

Mr. Mancers. And if it is a State bank, it is chartered by the State. 

Mr. Parman. I know, but they have got to get their insurance from 
the FDIC, and there is where the man who charters the national banks 
is in a position to block the charter of the State bank—not the actual 
charter, but to block the granting of insurance, which is tantamount 
to blocking the charter. If they can’t get the insurance they can’t use 
the charter. Doesn’t it occur to you that there is a dual relationship 
there that could conceivably work against the public interest ? 

Mr. Mancets. I don’t know that it would work against the public 
interest, Mr. Chairman, because if the Comptroller, in his judgment, 
after making his comprehensive survey, which he does, decided that 
the community did not need an additional bank, it wouldn’t make 
any difference whether it would be a National bank or a State bank. 
The community still might not need it. 

I have a great deal of admiration for a group of people who are 
willing to go out and put up their own funds to establish a bank, be- 
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cause it is a hard job to get a bank operating and get on a profitable 
basis; it takes a period of years. When we analyze the situation, the 
studies you spoke of when an application comes in for membership of 
a new banking organization, we try to determine and project into the 
future what the prospects of that bank might be, and if it looks as 
though they are not going to be able to hold their head above water, the 
proper thing, the public interest would be served by not approving it, 
and if the Comptroller sees it in that light in the case of a National 
bank, the picture won’t be changed if it were a State bank. So I think 
there he would be serving the public interest. 

Mr. Parman. Well, I am really heartened by your statement that 
you do not know of any bankers in your reserve district who claim 
that they own the Federal Reserve bank and are occupying the position 
of what we in the West sometimes call a “squatter.” I am heartened, 
too, that you will try to correct any impression that is prevalent in that 
area to the effect that the banks own the Federal Reserve System. 

Mr. Maneers. May I make asuggestion, Mr. Patman ? 

Mr. Parman. Yes, sir. 

Mr. Mancets. I have had the opportunity to read the testimony of 
Mr. Allen and of Mr. Hayes. 

Mr. Parman. Yes, sir. 

Mr. Mancexs. I found it intensely interesting, and I found it in- 
tensely educational. I assume that that will be printed ? 

Mr. Parman. It will. 

Mr. Mancezs. I would like, if it is possible to do so, and proper to do 
so, to have enough copies of that testimony, or the report, printed to be 
distributed to our banks, and I know of no better way than that to 
educate the bankers as to what the whole subject of this discussion is. 

Mr. Parman. Fine. 

Mr. Mancers. I think if the banks are educated, any question of who 
owns the System won’t be bothering us any more. 

Mr. Parman. Yes, sir. Well, I doubt that we will need to ask you 
to come back, Mr. Mangels. The other members are not here at the 
moment because they had to answer a quorum call. I will confer with 
them, but I feel reasonably certain that your agreement to answer 
questions in writing will suffice for our hearing. In the event that it 
is deemed necessary to have you before our committee again, we will 
get in touch with you and try to work out some satisfactory arrange- 
ment for you to come here with the least inconvenience to yourself. 

Mr. Manecers. At your convenience. 

Mr. Parman. Will that be satisfactory ? 

Mr. Manecets. Entirely so. 

Mr. Parman. Thank you very much for your testimony. 

Mr. Maneexs. It has been a pleasure, Mr. Chairman. 

Mr. Parman. The committee will adjourn. 

(Whereupon, at 11:40 a.m., the subcommittee adjourned. ) 
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TUESDAY, JUNE 28, 1960 


Hovst oF REPRESENTATIVES, 
CoMMITTEE ON BANKING AND CURRENCY, 
SuBscoMMIrTTeE No. 3, 
Washington, D.C. 

The subcommittee met at 10 a.m., Hon. Wright Patman (chairman 
of the subcommittee) presiding. 

Present: Representatives Patman, Multer, Reuss, Barr, Burke, 
Moorhead, Miller, Johnson, Inouye, and Milliken. 

Mr. Parman. The committee will please come to order. We have 
as our witness this morning Mr. William McChesney Martin, Chair- 
man of the Board of Governors of the Federal Reserve System. Mr. 
Martin, we are glad to have you. I notice you have a prepared state- 
ment; you may proceed in any way you desire. 


STATEMENT OF WILLIAM McCHESNEY MARTIN, JR., CHAIRMAN, 
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM, 
ACCOMPANIED BY RALPH A. YOUNG, ADVISER TO THE BOARD 


Mr. Martin. Mr. Chairman and members of the subcommittee, you 
have asked that I appear before you today in connection with your con- 
sideration of the bills H.R 8516 and H.R. 8627, both of which provide 
for retirement of the stock of the Federal Reserve banks. I am glad 
to be here and give to you such assistance as I can in your study of 
these proposals. 

I should like first to discuss H.R. 8516 and then conclude with some 
observations concerning the similar bill, H.R. 8627. 

As you know, the stock of Federal Reserve banks is nontransferable, 
and each unit of that stock is an incident of the membership of a com- 
mercial bank in the Federal Reserve System. The question raised by 
these bills, therefore, concerns not only the Reserve banks, which issue 
and service the stock, but also the commercial banks that own it. 

The committee has already received the testimony of the presidents 
of Reserve banks in the central, eastern, and western parts of the coun- 
try, and perhaps — to obtain the views also of commercial bank- 
ers eo marie ai th member banks and nonmember banks. I men- 
tion the testimony of Presidents Allen, Hayes, and Mangels because 
I believe you already have heard from three men well qualified to form 
reliable judgments regarding the value of the present arrangements 
regarding Reserve bank stock and the effects to be anticipated, both at 
home and abroad, if that stock were to be retired. 

The first nine sections of H.R. 8516 relate to “the retirement of Fed- 
eral Reserve bank stock,” as stated in its title. It is not necessary to 
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take your time to review the nature, amount, and ownership of that 
stock, except to mention that about $400 million is outstanding; all of 
it is owned by the 6,200 banks that are members of the Federal Reserve 
System, in proportion to their own capital stock and surplus; it is 
nontransferable; and it pays a dividend of 6 percent a vear. 

Reserve bank stock of this nature, owned by member banks, has 
been a feature of the Federal Reserve System from its establishment 
almost 50 years ago. Such stock has not been a source of difficulty, 
and does have positive advantages. Unless its elimination or modifi- 
cation either offers a remedy for actual evils or offers new benefits, there 
would seem to be no justification for changing the provisions of the 
law with respect to stock ownership. 

Neither of these circumstances appears to be present. I would not 
be understood as claiming that theoretically the operation of the 
Federal Reserve System could not dispense with sean bank owner- 
ship of Federal Reserve bank stock. I simply express the conviction 
that the existence of such stock has not produced, and does not threaten, 
any material evils. On the contrary, it has served to integrate the 
member banks and bankers into the guiding policies of the Federal 
Reserve System. This is important because the commercial banks 
are the principal vehicle through which System policy is effectuated, 
and it is desirable that the banks be as conversant as possible with 
the needs and purposes of policy objectives. 

It has been said that a purpose of this bill is to make it easier for 
small banks to become members of the Federal Reserve System. It 
is difficult to see how elimination of Reserve bank stock would have 
this effect. Far from being a deterrent to Federal Reserve member- 
ship, the opportunity to acquire and hold such stock constitutes an 
incentive to membership, although not a feature of major importance. 
I cannot conceive of any small bank, otherwise unwilling to become 
a member of the Federal Reserve System, deciding to apply for mem- 
bership simply because the stock subscription requirement had been 
done away with. 

Another reason is sometimes advanced for elimination of Reserve 
bank stock: The termination of dividends on that stock, it is said, 
would expand the Treasury’s annual receipts by some $24 million. Cal- 
culation of the actual net increase in Treasury receipts would be ver 
difficult because there are factors such as income taxation on the divi- 
dends and diminished income from Federal Reserve bank holdings 
of Government securities that need to be taken into account. The 
net cost, after these factors are allowed for, would be considerably 
less than the figure of Reserve bank expense. 

This is not to say that any avenue of savings should be overlooked, 
even though relatively small, as governmental expenditure figures 

o these days. If $4 million, $2 million, or even a few thousand 

ollars could be saved with no loss of benefit, I would advocate the 
necessary action. But the savings has always to be weighed against 
the public interest benefits. In my judgment, the payment of divi- 
dends by the Reserve banks to member banks is adequately defensible 
in these terms. 

To me, it seems clear that the reasons advanced in favor of this bill 
do not provide a substantial affirmative basis for it. But it might be 
asked whether, even if there is little to be said for the proposal, are 
there any cogent objections to it ? 
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To my mind, the strongest argument against action in these circum- 
stances is the sound principle that existing institutions, operating well, 
should not be disturbed except to do away with evils or to gain some 
new benefits. Whether or not it was true 100-odd years ago, it is no 
longer true that our country is “a land of wonders,” as De Tocqueville 
said, “in which * * * every change seems an improvement.” 

In this matter, the proposed change threatens to bring detriment 
rather than to promise improvement. Without laboring the point, it 
is sufficient to say that elimination of Federal Reserve bank stock 
could, in my judgment and that of the other members of the Board of 
Governors, be construed, both at home and abroad, as indicating a 
change in the structure and character of the Federal Reserve System 
that presaged a weakening of the resolution of the United States to 
maintain a stable dollar. The change would also adversely affect the 
extent to which the commercial banking system reinforces and renders 
valuable service to the functioning of the Federal Reserve System. 

Some may say that these are merely psychological factors; I can 
only reply that psychological factors are among the most important 
in dealing with the monetary and credit streams that are the lifeblood 
of our economy. 

Up to this point I have discussed only the first 9 of the 10 sections 
in H.R. 8516, which deal with the elimination of Federal Reserve bank 
stock. The brief 10th section relates to a different subject. Prior to 
these hearings, the purpose and effect of section 10 were not clear. 
There was genuine concern that this provision might change for the 
worse the nature and value of Federal Reserve membership and under- 
mine a stated purpose of the Federal Reserve Act—“to establish a 
more effective supervision of banking in the United States.” 

However, it is my understanding now that section 10 is not intended 
to diminish the authority and duty of the Board of Governors to 
exercise discretion, within the statutory framework, regarding the 
admission of commercial banks to Federal Reserve membership, and 
that you, Mr. Chairman, have indicated that you would be agreeable 
to clarification of the bill in this respect. In these circumstances, it is 
not necessary to discuss the significance and possible shortcomings 
of section 10 in its present form. 

To summarize my views on the principal purpose of H.R. 8516— 
elimination of Federal Reserve bank stock—it appears to me that the 
benefits, if any, would be relatively negligible, but that the potential 
injury to confidence in the American monetary system, as it is now 
conceived, might be considerable. 

The subcommittee also has under consideration H.R. 8627, which 
is similar to H.R. 8516. Instead of simply retiring Reserve bank 
stock, however, it would provide in effect that member banks should 
maintain interest-bearing deposits of equivalent amount in the Re- 
serve banks. 

My remarks concerning H.R. 8516 are applicable also to this pro- 
posal. The additional feature of H.R. 8627—substitution of interest- 
bearing deposits for Reserve bank stock—would not, in my judgment, 
produce any significant advantage, but would introduce a complicat- 
ing detail without justifying benefits. Consequently, I do not favor 
enactment of this proposal. 

* Mr. Parman. Thank you, Mr. Martin. 
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Mr. Martin, as Chairman of the Board of Governors of the Federal 
Reserve System, you are also Chairman of the Federal Open Market 
Committee, are you not ? 

Mr. Martin. That is correct. 

Mr. Parman. And the vice chairman of the Open Market Committee 
is always, as I understand it, the president of the Federal Reserve 
Bank of New York? 

Mr. Martin. Right. 

Mr. Parman. Do you consider the Federal Open Market Committee 
to be an integral part of the Federal Reserve System, or do you con- 
sider it as a sort of body unto itself, a superorganization above the 
Federal Reserve System ? 

Mr. Marrtrn. I consider it as a definite part of the Federal Reserve 
System. 

Mr. Parman. Do you consider that a member of the Board of Gov- 
ernors has the same obligations when acting as a member of the Open 
Market Committee that he has when acting as a member of the Board? 

Mr. Martin. I do, but 

Mr. Parman. Exactly the same obligations ? 

Mr. Marrin. There are some statutory distinctions will respect to 
the decisionmaking aspects of the work of the Committee and the 
work of the Board. For example, under the law, the authority over 
reserve requirements resides in the Board. 

Mr. Patman. That isin the Board entirely ? 

Mr. Martin. Yes; and margin regulations under the Securities 
Exchange Act are in the Board entirely, whereas the Open Market 
Committee—— 

Mr. Patman. And the discount rate ? 

Mr. Martin. The discount rate—the review and determination of 
the discount rate is in the Board, but the-—— 

Mr. Parman. You spoke of the review and determination rather 
quickly and hurriedly ; but is it not simply a matter of determination 
and doran't the Board have the sole power to determine the discount 
rate ! 

Mr. Martin. Under the statute each Federal Reserve bank is au- 
thorized to establish rates of discount subject to review and determina- 
tion of the Board. So the Board’s power includes the power to deter- 
mine it; but the organization of the System is such that we do it, 
after receiving a recommendation from the individual Reserve bank, 
from their board of directors, and, therefore, there is a kind of merg- 
ing so to speak, into the Open Market Committee. 

Mr. Patman. Now I believe you have stated—and there is no 
difference between us on this point—that the commercial banks hold- 
ing this so-called stock in the Federal Reserve banks do not own that 
bank or have any proprietary interest in the bank. 

Mr. Martin. That is correct. 

Mr. Parman. In other words, the 6,000-and-some-odd banks that 
are members of the Federal Reserve System are not owners of the 
Federal Reserve System or Federal Reserve banks. 

Mr. Martin. They are not owners in the proprietary sense as you 
and I have frequently discussed. 

Mr. Parman. Well, you can’t have it in any other sense, can you, 
Mr. Martin; in what other sense could they be owners other than the 
proprietary sense ? 
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Mr. Martin. Well, there is the voting right. It could be done 
another way but there is the voting right. 

Mr. Parman. I am not talking about fringe benefits. I am talking 
about ownership. 

Mr. Martin. Well, the ownership here is comparable to a com- 
pulsory contribution, as we have frequently discussed. 

Mr. Parman. And the only thing the member bank can get from 
this investment is 6 percent. That is the limit of their claims on the 
profits and assets of the System—this $24 million a year. This $24 
million is small, I realize, in comparison with other expenditures of 
the Government, but if this $24 million is not needed and could be 
saved, and the Government pays 6 percent on this so-called stock that 
does not carry proprietary interest, but exists merely for the purpose 
of keeping the bankers ina aera cooperative state of mind— 
I am just wondering if we receive any offsetting benefits in return for 
that 6 percent. Do you invest the $400 million of capital in any 
way ¢ 

Mr. Martrn. It is not directly invested but all of our assets, Mr. 
Patman, are held together. 

Mr. Parman. Where are they in your account there? Suppose you 
pick it out. 

Mr. Martin. We wouldn’t pick out this amount any more than you 
would pick it out against a checking account of an individual in a 
commercial bank. 

Mr. Parman. In other words, the $400 million, for all practical 
ae is not invested, is it ? 

r. Martin. It is not invested at the present time, but now let’s 
go back to the origin of the System. 

Mr. Parman. Well, may I ask you—pardon me for interrupting 
you, because it is important on this point—has it ever been invested ? 
You say it is not invested at the present time. Has it ever been 
invested ¢ 

Mr. Martin. I don’t know that it has ever been invested as such. 

Mr. Parman. In other words, we cannot say that although the Gov- 
ernment is paying 6 percent on this, we are getting back, say, 3 per- 
cent; and thus we are out only $12 million on a net basis; you can’t 
designate it that way, can you? 

Mr. Marttn. No, it is not segregated in that sense, but let me just 
make this point on it: The issuance of this stock, the ownership of the 
stock by the member banks, the voting rights of members who have the 
stock, and the payment of dividends on this stock was a part of the 
historical evolution of the Federal Reserve System. It goes back to 
the first bank of the United States and the second bank of the United 
States and the evolution reflected through the merger or blending of 

ublic and private interests into the institution which we now have; it 
is a part of the institutional framework. 

Now as we progress, the status of central banks can change, and I 
am not trying to make a colossal point out of tradition as such 

Mr. Patman. Well, it is really unimportant in answering this par- 
ticular question from my standpoint, Mr. Martin. 

_ Mr. Martin. From your standpoint, but from my standpoint, it is 
important. 

r. Parman. Well, you have gone over it before, and I appreciate 
it. We will make it a part of the record and it is understood now that 
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anything you do not say that you would like to say by extending your 
remarks you will have the semwre ~ of doing. 

Mr. Marttn.. Fine, thank you, Mr. Chairman. 

Mr. Parman. I would like to ask you about this surplus. Now, you 
— about $750 million in surplus in the Federal Reserve banks, don’t 

ou 
ii Mr. Martin. That is pretty close. 

Mr. Parman. Do you use that surplus money for anything ¢ 

Mr. Martrn. No, that could serve for a contingency. 

Mr. Parman. Can you see any possibility where you would ever have 
to use any of that money ? 

Mr. Martin. At the moment I don’t foresee such a contingency, but 
when you are talking about the future, Mr. Patman, it is a long time. 

Mr. Parman. I know, but you have the power to create money. 
Whenever you have the power to create money, why should you need 
any othermoney? That isthe point I was getting to. Now, since you 
don’t need that surplus why don’t you pay that into the Treasury and 
save the taxpayers interest on the $750 million. It belongs to the 
Government. 

Mr. Martin. I wouldn’t say we don’t need it. I think prudent 
management would require us to have a surplus and I think that that 
is ae of the whole monetary and credit operation that is important. 

r. Parman. Well, suppose you had $100 million. That would be a 
large surplus and you could turn the other in 

Mr. Martin. Well, last year we turned over 

Mr. Parman. Yes, $266 million you turned over. 

Mr. Martin. Yes, we turned over to the Treasury a sum increased 
by that amount, and we are now paying to the Treasury all of our net 
earnings after dividends and any allowances necessary to keep surplus 
equal to subscribed capital. 

Mr. Parman. And you are doing it monthly, too, aren’t you? 

Mr. Martin. We are doing it monthly. 

Mr. Patman. That answers one point I always made against you 
that you waited until the end of the year to pay it. You just com- 
menced that the first of this year, didn’t you? 

Mr. Martin. I am not sure, but I think we have been doing it for 
about 3 years. 
he on Patrman. About how much is it a month, would Mr. Young 

ow ! 

Mr. Martrn. I understand it is around $75 or $80 million at the 
present time—in that neighborhood. 

Mr. Parman. $75 or $80 million a month. I wonder if the budget 
takes that into account. We don’t hear anything about it. 

Mr. Martin. Yes, they take that into account in projecting their 
figures. 

Mr. Patman. The Chair recognizes Mr. Reuss, of Wisconsin. 

Mr. Reuss. I want to welcome you, Chairman Martin. 

Mr. Martin. Thank you. 

Mr. Reuss. I commend you for your courage. You are the only 
witness in recent years who has taken issue with De Tocqueville on a 
point of philosophy. I want to pursue that point a bit. 

I would agree with you this morning that by and large tinkering 
with the Supreme Court or the Presidency or the Congress or the 
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Federal Reserve should not be indulged in unless it is quite clear that 
the tinkering will produce favorable results. So let’s put to one side 
in our colloquy the central theme of this bill that the stockownership 
of the member banks should be done away with. 

I take it, in that connection, if the committee should come to the 
conclusion that your views on tinkering is right, you wouldn't object 
to a statement in the committee report setting forth very fully its 
understanding of the testimony you have given just now, that in your 
opinion the stockownership of the private banks in the Federal Reserve 
bank in no way detracts from the public character of the Federal Re- 
serve System or gives the member banks any real control over that 
system? I take it that is your testimony. 

Mr. Martin. I would have no objection to having that spelled out. 

Mr. Reuss. Now, let me address myself to what I think is the 
remaining point, if the committee should reach this point in its delib- 
erations, and that is the $24 million a year, or such part as remains 
after taxes. Let me wholeheartedly agree with what you say on page 3 
of your statement, and I quote: 

This is not to say that any avenue of savings should be overlooked even though 
relatively small as Government expenditure figures go these days. 

I would agree with you that even a few million dollars is certainly 
worth bringing into the Treasury if we possibly can. Let me ask you 
this: Would you object to an amendment to the existing Federal 
Reserve law which, while continuing the amount of authorized capital 
on the part of the member banks in the Federal Reserve at 6 percent 
of their capital and surplus—that is what it is at present—— 

Mr. Martin. That is right. 

Mr. Reuss. Would change the amount of paid-in capital from its 
present 3 percent to let us say, 0.3 percent, one-tenth of its present 
paid-in capital, and provide for the bringing into effect of that provi- 
sion over as long as is needed to permit the Federal Reserve to do that 
in a noninflationary way, the purpose being, quite frankly, to save 
money for the taxpayers and channel into the Treasury the great part 
of the $24 million that now doesn’t get in. 

Would you object to that ? 

Mr. Martin. I think that diminishes the objection based on the 
institutional character of the System, but the principle is still the 
same as to a change at this time, since we have had a heritage now of 
nearly 50 years of 3 percent. It would be a change, but it diminishes— 
your point is well taken in terms of diminishing the impact of this. 

Mr. Revss. Well, I put it to you, Mr. Chairman, that this is a differ- 
ence of kind rather than degree. The whole thrust of your 6-page 
paper is that there is some magic in stock ownership and I find you 
very persuasive on this. 

You almost have me convinced but I honestly can’t see the point 
you seem to be making now, that the magic is purely cash on the barrel- 
head. That seems an awfully materialistic view of the matter. Why 
can’t you get as much psychology out of three-tenths of 1 percent as 
you can out of 3 percent ? 

Mr. Martin. That might be possible. I am making this comment 
on it. Since for 50 years we have had 3 percent, if you are talking 
about just change now, not the psychology of stock ownership, if you 
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are talking about just the change, the three-tenths of 1 percent or 
whatever you change is, effective-——— 

Mr. Reuss. But very frequently you are up here advocating changes 
in the Federal Reserve law which has been on the books for nigh onto 
50 years and we go along with you. Nothing is heard then about the 
sacredneess of a few words just because they have been on the law 
books for at long time. 

Mr. Martin. No, and I think you have a valid point there. That is 
what I was conceding, but I am simply saying that in this context this 
would be a change—— 

Mr. Reuss. Would you do this: Would you have your legal staff 
prepare and file with us as soon as you can, I would hope in the next 
few days, because I don’t think it is complicated and I do want some 
thinking on it, a very simple little amendment to the existing law 
reducing that paid-in item from, say 3 percent to 0.3 percent 4 

Mr. Martin. I would be very glad to. 

Mr. Reuss. And providing whatever additional language you think 
we need so that the enactment of this little amendment would not 
embarrass the Federal Reserve in its sound exercise of control of the 
Nation’s monetary system. 

In other words, I would anticipate difficulties which we would not 
want to wish upon you, if we said you have to do this 10 days after 
the bill becomes law. I would think that the words should savor 
somewhat of the following. They would say, “provided, that this 
repayment to the member banks would be accomplished at such times 
and subject to such conditions as will in no way depart from the Fed- 
eral Reserve System’s judgment of what constitutes sound monetary 
policy,” or words to that effect. 

Mr. Martin. I will be very glad to ask our staff to do that. 

Mr. Reuss. If you woul willing to do that, I think it might 
help this committee very much. 

Mr. Martin. I will be very glad to. 

Mr. Reuss. Thank you very much. 

(The data referred to above is as follows :) 





Jury 5, 1960. 
The Honorable Henry S. Reuss, 
House of Representatives, Washington, D.C. 

Dear Mr. Revss: In the course of the hearings on June 28 on H.R. 8516 and 
H.R. 8627 before Subcommittee No. 3 of the House Committee on Banking and 
Currency, you requested me to have the Board’s legal staff prepare and file with 
the subcommittee an amendment to existing law that would reduce the amount 
of Federal Reserve bank stock held by each member bank from 3 percent of the 
member bank’s capital stock and surplus to three-tenths of 1 percent. There 
is enclosed a draft of a brief bill to amend the Federal Reserve Act along the 
lines you described. 

The provisions of the act with respect to Federal Reserve bank stock are 
especially intricate. However, in view of your request for a simple amendment, 
no attempt has been made to modify the many provisions of the act that relate, 
in one manner or another, to the amount of outstanding capital stock in Federal 
Reserve banks. 

I am sure you will understand that the enclosure should not be regarded as a 
proposal by the Board or by me personally, but is simply in response to your 
request. 

A copy of this letter and the enclosure are being sent to the staff of the sub- 
committee for inclusion in the record of the hearings. 

Sincerely yours, 


Wma. McC. Martin, Jr. 
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A BILL To amend the Federal Reserve fet with respect to the stock of Federal Reserve 
anks 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That section 5 of the Federal Reserve Act 
(12 U.S.C. 287) is amended by adding at the end thereof the following paragraph: 

“Notwithstanding any other provision of law, (1) after the date of this 
amendment, stock of Federal Reserve banks shall be issued only to the extent of 
one-tenth of the amount that otherwise would have been issued pursuant to the 
provisions of this Act, and (2) the Federal Reserve banks shall retire, as 
nearly as practicable, nine-tenths of the Federal Reserve bank stock held on the 
date of this amendment by each member bank of the Federal Reserve System, 
such retirement to take place at the time or times and in the manner to be 
prescribed by the Board of Governors of the Federal Reserve System.” 

Mr. Parman. Mr. Milliken ? 

Mr. Minirken. I have no questions. 

Mr. Parman. Mr. Burke? 

Mr. Burke. I will pass. 

Mr. Parman. Mr. Miller. 

Mr. Mier. I understand, Mr. Martin, that the reason one pays 
money to another is for a service performed. I wonder what service 
is performed in return for these moneys which Mr. Reuss is talking 
about. 

Mr. Martin. There is no tangible service that money is paid for 
in the ordinary sense. 

Mr. Miter. Presumably when we buy stock, we are taking a risk. 
The return on that is a dividend. Now, what risk is taken for the re- 
ceipt of this 24 million or any fraction thereof ¢ 

Mr. Martin. There is no risk now as such, Mr. Miller. You make 
a valid point at the moment, but one of my colleagues refers to this as 
a bond, a tie, a link that has been established in the evolution of the 
System between the private banking and the public banking, and that 
is what this is designed to be. 

Mr. Mitier. Well, doesn’t this undermine the whole fabric to which 
you have devoted your life, that you invest in something with a risk. 
If there is no risk taken, then I fail to see any justification for the 
payment. I would be hard put to explain to a constituent the basis 
on which such money should be paid out. 

Mr. Martin, No, I don’t think so, because, you see, I try to keep 
this in my thinking—we are talking here fundamentally about the 
credit of the United States, this is the money creating power that as 
Mr. Patman so accurately points, is exercised under congressional dele- 
gation in the System. Well now, how did it get into this framework ? 

If you go back to the days of Alexander Hamilton, the dispute over 
the constitutionality of it between Jefferson and Madison and then into 
the Jackson period, you see first we had private stockholders. 

Mr. Minter. What you are saying is without some carrot such as 
this, the member banks might lose their confidence in the Federal 
Reserve ? 

Mr. Martin. Let’s put it in the broadest terms. 

Mr. Mitirr. I have a suspicion that these banks might continue con- 
fidence in their Government with or without this $24 million. 

_ Mr. Martin. I am talking about nationalization. In the final analy- 
sis, none of us want nationalization of the private banking system, at 
least I don’t think so. This country has tried to preserve the best 
part of the private banking system. I might state here that I brought 
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along an excerpt from page 60 of the 1952 report of the subcommittee, 

which you chaired so well Mr. Patman, with the thought that there 

would be no objection to my putting it into the record at an appropriate 

point. That report made some very pertinent comments on this mat- 

ter, Mr. Miller, and the broad thesis of the excerpt I think, is just as 

Spree today as it was then and when they tried to put it into this 
ocus. 

Mr. Parman. Will the gentleman yield just briefly, please? I can 

eak for the committee, I know, when I speak for myself on this: 

o member of this committee wants to nationalize the banking sys- 
tem. We all believe in the private banking system, and we are cer- 
tainly not going to do anything in the direction of trying to national- 
ize the private banking system. 

Mr. Miter. Well, Mr. Chairman, am I to understand that the 
answer to my question is in some previous proceedings of this com- 
mittee ? 

Mr. Patman. No. 

Mr. Mriurr. Perhaps I am not very quick, but I don’t understand 
how this is responsive to the question. Am I to understand that by 
voiding this $24 million that we are tending toward nationalization 
of the banks? 

Mr. Martin. No, Mr. Miller, I didn’t say that. But I said some 
people might interpret it that way, as a move in that direction. 

Mr. Mriter. Who might so interpret it ? 

Mr. Martin. Some of the public. 

Mr. Mitier. Any of the banks? 

Mr. Martin. Some of the banks might. 

Mr. Mitter. I wonder why. Iam not trying to badger you. Iam 
really interested in why this might take place. 

Mr. Martin. Well, because they would think that it is an under- 
mining of a link between the private system and the Federal Reserve 
System. That link has been established and forged through the 

ears. 
‘ Mr. Miter. By this exchange of dollars? 

Mr. Martin. Exactly. 

Mr. Mitter. Which traditionally we associate with risk taking 
which is here merely morale building. 

Mr. Martin. At this juncture. * the early stages of the System 
it was not just morale building, but all of these things are a part of 
an evolutionary process. 

Mr. Miter. I don’t want to belabor the point. At some place in 
the proceedings of the Banking and Currency Committee is this thesis 
more fully explored so that I could examine it for myself ? 

Mr. Marttn. I would like to put the excerpt from the 1952 sub- 
committee report in the record. You might just like to have it to 
read. It is not this subcommittee. It is the Subcommittee on Gen- 
eral Credit Control and Debt Management of the Joint Economic 
Committee that Mr. Patman chaired in 1952. 

Mr. Reuss. Would you yield fora moment? I think in the interest 
of not getting duplicates into the record, I think the president of 
the Federal Reserve Bank of Chicago put that in. 

Mr. Marttn. Oh, did he? 

Mr. Reuss. And, therefore, I suggest, Mr. Chairman—— 
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Mr. Parman. We will check. If it is duplicative, we will leave it 
out; will that be satisfactory to you? 

Mr. Martin. Absolutely. 1 withdraw it. 

(The excerpt in question appears in the record on p. 10.) 

Mr. Parman. Thank you. Mr. Johnson? 

Mr. Jounson. Mr. Martin, I want to put a couple of questions to 
you before coming to the heart of the argument. First, in your view, 
do the Federal Reserve banks as distinguished from the member banks 
belong to the U.S. Government or to the banks, themselves ? 

Mr. Martin. The answer there, Mr. Johnson, is either quasi-Govern- 
ment or quasi-private. I think of it as quasi-Government. The Fed- 
eral Reserve Board, however, is clearly Government in my opinion. 

Mr. Jounson. There is no question about that. 

Mr. Marrrn. The Federal Reserve banks have two-thirds of their 
directorates elected by their member banks through this stock—it 
doesn’t have to be this method but this is the method that has been 
established—through the voting rights acquired by subscription to 
this stock as member banks, so that two-thirds of them are elected 
from the banking and commercial pursuits of the community and one- 
third of them—who may not be officers, directors, employees, or stock- 
holders of any bank—are appointed by the Federal Reserve Board in 
Washington, so it may be thought of as quasi-private. 

Mr. Jounson. Am I to understand then, in keeping with your testi- 
mony, the stock ownership provides a basis among the banking and 
monetary fraternity for believing that the Federal Reserve banks are 
more nearly to be described then as privately owned tools of the banks, 
rather than as part of the Federal monetary system in keeping with 
our constitutional policies and responsibilities ? 

Mr. Martin. I think that there is a tendency from time to time for 
some bankers to think of it as having that connotation. Therefore, I 
think the hearings that this subcommittee is having are beneficial and 
we certainly have tried in the last 10 years to make clear to the public 
that such is not the case, but we also want the banks to have a sense 
of participation in a sound currency and a sound monetary policy 
within the statutory scheme. It is through the banks that we effect 
our policy. 

Mr. Jounson. In previous testimony before this committee, I think 
we have tried to make it clear that we are not objecting to the power 
to vote for directors and the sense of membership which is clearly a 
part of the Federal Reserve System. But you have testified earlier 
today that the banks do not own the Federal Reserve banks and yet 
you have responded to me now by saying, “Yes, they do.” Now I am 
a little confused whether they do or don’t. 

Mr. Martin. Well, I say that this is the blending of public and 
penente which is the ingenious political science development of the 

ystem. 

Mr. Jounson. Could this not equally well be provided by a mem- 
bership certificate and rights to vote ? 

Mr. Martin. There is no question about it ; it could be. 

Mr. Jounson. As Mr. Multer has developed in previous testimony, 
this is not really stock and what is given is not really dividends. We 


call it that by law, but by any other standard of corporate finance, 
these would be misnomers. 
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Mr. Martin. And as in Mr. Miller’s bill which is a part of this, 
you could do it by having a deposit, but I think there are the same 
objections. 

Mr. Jounson. I will let Mr. Multer develop his reactions to your 
testimony on that point. Let me turn then to your suggestion, which 
I take to be the heart of your argument, at page 4 of the your testi- 
mony, where you say that the change— 


threatens to bring a detriment rather than to promise improvement, 
and— 


that the elimination of the stock could be construed both at home and abroad as 
indicating a change that presaged a weakening of the resolution of the United 
States to maintain a stable dollar. 

Now have you heard any member of this subcommittee or of the gen- 
eral committee propose to weaken the resolution of the United States 
to maintain a stable dollar ? 

Mr. Martrn. I have not. 

Mr. Jounson. I am pleased to have you give so direct an answer be- 
cause I thought we were pretty clear in this committee that we defi- 
nitely want to maintain a stable dollar. Under those circumstances, 
how then could the introduction of this bill by two of the members of 
this committee, and now sitting here, be construed as indicating such 
a change / 

Mr. Martin. I didn’t say that it would. I said the passage of such a 
bill might. 

Mr. Jounson. But the people who introduced it have not certainly 
taken such a position and the other people sitting here have not taken 
that position; indeed in the past year we have stated a determination 
to strengthen our maintenance of a stable dollar. 

Mr. Martin. That is just an interpretation some people might put 
on this. Iam not charging any member. 

Mr. Jounson. I appreciate your role as a political reporter, but you 
are also an analyst and as an analyst, a political reporter could be 
quoting you. Your testimony here today could be construed as sug- 
gesting that you believe it presaged a weakening of this resolution. 
I would like to be more precise. Do you believe that this does—if we 
were to pass this and if the Congress were to concur, would you then 
so interpret this ? 

Mr. Martin. I can only answer that directly, Mr. Johnson, by say- 
ing I don’t know. It would depend on subsequent events. 

Mr. Jonson. Is there anything you have read in the testimony up 
to date or in the previous statements of the members of this subcom- 
mittee which would lead you to be able to say well, that is what these 
fellows said ? 

Mr. Martin. Nota thing. 

Mr. Jounson. Then there is certainly no record up until now which 
would justify your making as a personal interpretation such a con- 
clusion ? 

Mr. Martin. That is correct. 

Mr. Jounson. Well, I appreciate that because I am always dis- 
stressed when a person who enjoys as you do the confidence of the 
banking fraternity and has the debe obligation which rests upon you, 
makes what appears to be a journalistic interpretation of what some- 
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body else will think, because there is always the faint aroma of sus- 
picion that this is really what you think; hence I want the record to be 
very clear that you at this point do not so think. 

Mr. Martin. I do not so think. 

Mr. Jounson. Fine. Then this comes down again to your stated 
argument that this change “would adversely affect the extent to which 
the commercial banking system reinforces and renders valuable service 
to the function of the Federal Reserve System.” 

Now I have read that three times to myself and I do not know 
what that means in the light of this discussion. Could you add a note 
to clarify how this change, if it were to take place—I am not saying 
that it will or won’t—but if it were to take place, how would it ad- 
versely affect the commercial banks’ contribution to the function of 
the System? We have tried to develop this through previous wit- 
nesses as you know, both ways. 

Mr. Martin. Yes. It wouldn’t necessarily if we set up provisions 
for directors on the same proportionate basis; if we continued to 
operate that way, it wouldn’t necessarily. But the point I am trying 
to make is that this has been a connecting link through the history 
of this System, and you would have to fill the interstices with some- 
thing else in order to keep or make that bond. 

Mr. Jonnson. I think the bills present here do. I view this stock 
as a legal umbilical cord. The question now is, Has the baby de- 
veloped sufficient stamina to stand on its own feet and can the um- 
bilical cord be cut? I think after these years it would cause no great 
trauma to the patient if this were to be done. If I could serve as an 
editor for just a moment, don’t you think on reexamination, we should 
change this; instead of saying the change “would adversely affect,” 
just the change “might adversely affect,” if I could suggest an editorial 
amendment to your statement at page 4 in the last sentence, the third 
paragraph ? 

Am I not correct in construing you as now saying it “might ad- 
versely affect ?” 

Mr. Martin. I would be perfectly willing to let you make that 
change, Mr. Johnson. 

Mr. Jounson. I could go on, but I think I better yield at this point, 
Mr. Chairman. 

Mr. Parman. Mr. Multer will be next; then Mr. Moorhead and 
Mr. Inouye. 

Mr. Mutter. Thank you, Mr. Chairman. Mr. Martin, I was 
shocked at one of the statements you made to Mr. Johnson a moment 
ago. Did I understand you to say that member banks of the System 
get voting rights under this stock ownership ? 

Mr. Marttn. As I recall, I mentioned briefly the method by which 
we have allocated the directors. The ownership of this stock is the 
means of concept by which we have allocated the directors in the 
System, yes. 

Mr. Mutrer. I don’t think you mean that, Mr. Martin, unless you 
want to change the very precise and exact language you used in prior 
hearings when exattittied on this subject when you said that these 
stock certificates have no indicia of the usual stock, there is no pro- 
prietary right evidenced by the stock ownership; there is no voting 
right evidenced by the stock ownership; it is just a certificate indi- 
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cating in effect how much money they have put into the Federal 
Reserve bank, on which they are drawing 6 percent. interest or divi- 
dends, using either word. 

Mr. Martin. Well, now, I haven’t the stock certificate in front of 
me, Mr. Multer, but the only point I have been trying to make here 
and which I think you are in agreement with was that the concept was 
that the Federal Reserve banks would be organized in corporate form 
with the issuance of stock, the ownership of stock, the payment of 
dividends on stock, and as ownership of the stock is the condition to 
membership, the stock arrangement provided a means or method as to 
how we would select the directors. It plays a part in the concept. 

Mr. Mutter. I think if you examine the stock certificate and the 
original charter you will find you are wrong, if you mean by that that 
the stock certificate gives the bank any right to vote as such. You 
divide the banks into classes in accordance with size, isn’t that right? 

Mr. Martin. That isso. 

Mr. Muurer. Each bank has one vote within its class? 

Mr. Martin. That is right. 

Mr. Mcurer. The First National Citv Bank and the Bank of Amer- 
ica, the two largest. banks in the world. have probably the largest stock 
interest in the Federal Reserve banks by virtue of their capital struc- 
ture and the amount of money they are required to carry with the 
Federal Reserve banks, isn’t that so? 

Mr. Martin. And, under the statute, we have divided these into 
small banks, large banks, and medium-sized banks. There is one vote 
for each bank in each class. 

Mr. Mutter. The two biggest banks each have one vote in their 
class no matter how much more stock they may acquire or how little 
they may have asa result of a change of status? 

Mr. Martin. That is correct. 

Mr. Mourer. And the same with the little banks. 

Mr. Martin. That is so. 

Mr. Mutter. So as was pointed out a moment ago, if you just. issue 
a membershin certificate to each bank in its class and say. vou are a 
member of class A, you are a member of class B, thev will have no 
more and no less voting rights than they have now under their stock 
certificates. 

Mr. Martrn. I concede that, but by these bills you would be chang- 
ine the concept. That is what I am pointing out. 

Mr. Mutter. No, we are not changing the concept. We are chang- 
ing a piece of paper and changing the name of a piece of paper if these 
bills should prevail. 

Mr. Marttn. That is a matter of judgment, Mr. Multer. 

Mr. Mouurer. Well, now let’s see. We have heard a lot from all 
of the persons who have testified thus far and you, too, make the point 
that this is a tremendous psychological factor, that it may have a tre- 
mendously bad psychological effect if we make this change. Am I 
summarizing it correctly ? 

Mr. Marty. Tt could havea psychological effect. 

Mr. Mutter. Now, let’s assume that the Congress passes this legis- 
lation in one form or the other and the President signs it. Am T not 
right in assuming that the day that that is enacted into law, even 
possibly before the President signs it, the Federal Reserve Board would 
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meet and would immediately issue a statement saying that this change 
effected by the law in no way affects the status of the banks or of the 
Reserve System, or in any way will unstabilize the dollar, wouldn’t you 
issue that kind of statement ? 

Mr. Martin. We might issue that type of statement. 

Mr. Muurer. Wouldn’t you issue it believing every word to be 
true ? 

Mr. Martin. Well, now wait a minute. There is one thing about 
money that is fundamental and that is that the issuance of statements 
don’t make it sound. 

Mr. Muutrer. Would such a statement be absolutely true if the 
Board issued it? Calling these membership certificates instead of 
stock certificates, would not affect in any way 

Mr. Martin. This is where you and I have disagreed before. The 
basis of money is confidence in part. 

Mr. Mutrer. Yes. 

Mr. Martin. The less statements you have to make that your cur- 
rency is sound, the better off you are. It is actions, not words, that 
determine the stability of your monetary unit. 

Mr. Mutter. That is what I am trying to tie you down to, if you 
don’t mind my interrupting, Mr. Chairman. I am trying to tie you 
down to the fact that this kind of change in the name of the piece of 
pores issued by the Federal Reserve bank, in your opinion as a good 

anker, with all of the experience that you have had as Chairman of 
the Federal Reserve Board, in your opinion and the opinion of the 
other board members, this can’t have any effect whatsoever on the 
solvency of the banks, or in any way impair the monetary system or 
the monetary controls of the U.S. Government. 

Mr. Martin. On a statistical basis that may be correct, but the 
reason I have used the word psychology is because this is where that 
confidence factor comes in. 

Mr. Motrer. Let’s pursue that matter of psychology for a moment. 
You and other members of the Board and I have done a lot of travelin 
throughout the world. With the exception of the Union of Sout. 
Africa, every dominion of Great Britain and every country that is or 
was a part of Great Britain, has a central bank system in which there 
is no private ownership of the central bank system stock, isn’t that so? 

Mr. Martin. I wouldn’t say every central bank system. 

Mr. Mutter. I am talking now of Great Britain and its dominions 
and its members of the empire and the countries that have broken 
away from it and become independent. With the exception of the 
Union of South Africa, am I not right there is not a single central 
bank system in one of those countries where the stock is privately 
owned or owned by member banks? 

Mr. Martin. I think that is probably correct, but that doesn’t 
necessarily mean that that is desirable. Recently we sent Mr. Patman 
a table covering all of this. 

Mr. Mouurer. Well, have you ever heard anybody in any of those 
countries—I haven’t and I have been in many of them—say that 
because the banks don’t own any stock in the central bank that it is a 
bad system or that it unstabilizes their currency ? 

Mr. Martin. Well, there have been many shifts in those countries as 
there have been in this country, but each country is different. I per- 
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sonally think we have a stronger banking setup here than some of the 
countries that you mentioned because of the very nature of the Federal 
Reserve System and its adaptation to a country as large as this through 
a decentralized, rather than a centralized central bank. 

Mr. Moutrer. And isn’t that because of the basic soundness of our 
economy and not because the private banks have some money on 
deposit in the Federal Reserve banks ? 

Mr. Martin. Well, there is a little bit of the chicken and egg in 
there. They both intertwine. 

Mr. Mutter. Couldn’t we now take every dollar that is now lying 
in the Federal Reserve banks that belongs to the member banks and 
give it back to them and not impair the operation of the Federal Re- 
serve banks and its system or our economy or the stability, solvency, 
or liquidity of the banks. 

Mr. Martin. Now, Mr. Multer, that is an interesting point. I think 
we could liquidate the Federal Reserve System under certain con- 
ditions 

Mr. Motter. I am not suggesting that. 

Mr. Martin. I know, but I am saying we could. Before the Fed- 
eral Reserve System, except for the periods of money panics, we did 
fairly well. The correspondent banking system worked surprisingly 
well except for the times when the demand and supply of currency 
got out of hand under crisis conditions. A purpose of the Federal 
Reserve is to be a banker’s bank, a bank of last resort for a period of 
crisis. 

Mr. Mvrrrr. I am trying to find out what that bank of last resort 
needs to keep itself solvent, to keep its member banks solvent and to 
keep our economy on an even keel. 

Now, the difference in the approach between the Patman bill and 
the Multer bill is the Patman bill would have all of this money 
returned and no interest or dividends paid on it. Mine would keep 
it there. However I would keep it there only if we need it. 

Now, do we need it? Do we need that contribution or that deposit 
for any purpose whatsoever, the money that the member banks pay 
into the Federal Reserve banks, do we need it for liquidity? Do we 
need it for solvency? Do we need it for guarantee of obligations 
from the member banks to the Federal Reserve banks or for any pur- 
pose at all, other than the psychological reaction? Do we need that 
money there? 

Mr. Martin. At the moment I don’t think we do. You see, I don’t 
think we are very far apart. 

Mr. Murer. Thank you, Mr. Martin. 

(Discussion off the record.) 

Mr. Patrman. Back on the record. Mr. Moorhead, I believe you 
said you wanted to ask some questions. 

Mr. Moorneap. Mr. Martin, some of the people in my district, I 
think, are less willing to accept the policies of the Federal Reserve such 
as, say, the tight money policy because they say that the Fed is owned 
by. the commercial banks and this is a banker’s policy, not a people’s 
policy. They would be more willing to accept the Federal Reserve’s 
policies if they believed that it was owned by the Government. 

Now, I have said to them that the Federal Reserve really is owned 
by the Government and, in explaining this, I have used an analogy to 
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private corporate financing in which I said that the member banks were 
more in the position of the preferred shareholders whereas the Govern- 
ment was the common stockholder or real owner, the analogy being 
that the commercial banks have a limited right to the profits of the 
Federal Reserve System and all of the excess goes te the Government, 
again the analogy of the common stockholder. 

Similarly on liquidation of the Federal Reserve System, the com- 
mercial banks would receive their contributions back and all of the 
excess would go to the Government, again the position of the common 
stockholder or real owner of the System. 

Now, would you comment on that analogy or tell me what I should 
tell the people in my district? 

Mr. Martrn. I think that is very good, Mr. Moorehead. I have 
no quarrel with that. I think that the problem, of course, in common 
and preferred stock—it seems to me you have a pretty good analogy 
there and one that helps explain it, but you don’t want to give the 
idea that there is no sharing in this management of private capital. 
If we don’t maintain the private and public concept, the merger or 
blending of the two, I think you are going to lose something. 

If you say this is entirely Government, don’t you ultimately get 
to the point that I raised earlier—and this is not a charge against this 
committee or anyone—that you should nationalize the entire banking 
system? Now, there is a very long and difficult discussion involved 
in that, and we have been through that many times in our history. I 
enjoy very much personally going back and reading about the first 
Bank of the United States and the second Bank of the United States. 
You remember we had in Nicholas Biddle’s time some terrific debates 
about it and that ended in the killing of the second Bank of the United 
States. 

As I said to Mr. Multer earlier here, we could liquidate the Federal 
Reserve System except for periods of crisis and return everything 
tothe private hands. Now, we have supervisory agencies in the bank- 
ing field different from the situations involving the chainstores or 
anyone else. We have placed banking in a different relationship in 
the country to anything else, but under our laws we have still tried to 
maintain that there is a place for private capital to engage in the 
banking business alongside of the Government, and we have taken 
away from private banks the issuance of notes. 

It used to be that the First National Bank of Podunk, for example, 
used to be able to issue its own notes, you see, and try to get some 
advertising and other benefit out of it. We have taken that away. I 
think your ananalogy between preferred and common stock is a pretty 
good analogy. 

Mr. Moorneap. Of course, the banks as preferred stockholders do 
have voting rights, but as Mr. Multer pointed out, the voting rights 
are not connected with the stock, in other words, the total amount of 
votes does not increase as the amount of this preferred stock increases. 

Mr. Martin. That is right, it does not increase as the stockholdin 
increases. The membership—the stock subscription is a condition o 
membership. There would be no membership and, therefore, no voting 
without the stock subscription. 

Mr. Moorueap. Mr. Martin, one other question. Do you believe that 
this stockownership attribute of the Federal Reserve System enables 
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ou or improves your chances of getting good men to serve on the 
ral of the member banks? 

Mr. Martrtn. Yes, I do. I do definitely; and I think that the fact 
that we pay a dividend and that it is a good investment adds some 
value to the picture, you see, along with that. 

Mr. Moornearp. Thank you, Mr. Martin. 

Mr. Parman. Mr. Burke? 

Mr. Bourse. I would like to get back to this 6 percent dividend. On 
page 2 of your testimony, you state: 

It is not necessary to take your time to review the nature, amount, and owner- 
ship of that stock, except to mention that about $400 million is outstanding; all 
of it is owned by the 6,200 banks that are members of the Federal Reserve System, 
in proportion to their own capital stock and surplus; it is nontransferable; and 
it pays a dividend of no more and no less than 6 percent a year. 

What I am getting at is this no more or no less than 6 percent a 
year. I was wondering why they couldn’t strike out this no less than 
6 percent per year and why the Federal Reserve System couldn’t 
set a good example through the country to stop these rising interest 
rates and accept less than 6 percent, say, 5 percent which would reduce 
the cost down to $20 million, or 4 percent, which would reduce the cost 
to $16 million or 3 percent which would reduce the cost down to $12 
million, why wouldn’t the Federal Reserve System more or less as 
a patriotic gesture and setting an example throughout the country to 
stop these rising interest rates which have caused us so many problems 
oat which are contributing so much to inflation, why couldn’t the 
Federal Reserve do that ? 

Mr. Martin. Let me say, Mr. Burke, you have made a good editorial 
change in my statement. I believe I omitted the “no more and no 
less,” when I read it; I simply said it paid a dividend of 6 percent a 

ear. You made an excellent editorial change in my statement, 
ut—— 

Mr. Burxe. You haven’t answered what I want to know. 

Mr. Martin. I know. 

Mr. Burxe. I would like to know why in view of the fact that there 
isn’t very much risk involved, why the Federal Reserve System as an 
example of leadership, in other words, the Federal Reserve System, the 
American people look upon the Federal Reserve System to take the 
leadership in steps of this type to stop inflation and possibly along 
these lines, this particular stock dividend, why it wouldn’t be a nice 
step, a patriotic step for the Federal Reserve System, say, to volun- 
tarily ask their members to step in and accept 4 percent dividend ? 

Mr. Martin. Well, I don’t think they would like it, and I don’t 
think it would be desirable. 

Mr. Burke. You don’t think it would be what? 

Mr. Marrttn. Desirable. That 6-percent rate has been there as a 
mandatory dividend under the statute from the start, and I think it is 
a fair return, a fair rate. 

Mr. Burke. Have they been receiving 6 percent for 50 years ? 

Mr. Martin. Yes; from the start. 

Mr. Burke. They have done very well. 

Mr. Martin. They have done very well on that stock ; yes, sir. 

Mr. Burke. Thank you. 

Mr. Parman. Mr. Martin, you are familiar with the Federal funds 
market in New York. I know you follow that closely. I notice 
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that when the rate on Federal funds goes up, the Federal Reserve 
Board has in the past very quickly responded by increasing the dis- 
count rate, but I believe I have observed, correctly or not, that when 
the rate goes down, you do not respond so quickly. 

Now, you have reduced the discount rate to 314 percent, a reduction 
which I think personally was delayed too long; I think the Board was 
dragging its feet and waited too long to reduce the rate, and the reduc- 
tion to 314 percent was not enough. Since this last reduction, further- 
more, the Federal fund rate has invariably been much below 314 per- 
cent, has it not ? 

Mr. Marttn. I would have to check, Mr. Patman. I believe it was 
about 314 or 31% percent yesterday. 

Mr. Parman. No; yesterday—I have the market here—Federal 
funds were 214 percent bid and 234 percent offered. That is in the 
Wall Street Journal of today. 

Mr. Martin. Well, I stand corrected then. 

Mr. Parman. The point is, why doesn’t the Board respond just as 
fast when the rate is going down, by reducing the discount rate, as it 
does when the Federal fund rate goes up ? 

Mr. Martrn. We have discussed this many times, Mr. Patman, and 
I think that there has been a lead and a lag on both sides. Perhaps 
you have tended to look on the downside and frequently thought we 
made a mistake whenever we adjusted it on the upside. Now, that is 
ere natural; and we are both seeking the same objectives, as I 

“es frequently stated, but we seem to have different means of getting 
there. 

Mr. Parman. Mr. Martin, one of the main problems we have to face 
in the hearings on these two particular bills is the question of owner- 
ship of the Federal Reserve bank. Of course, we have all agreed there 
is no real stock; it is a misnomer. The stock cannot be hypothecated. 
It cannot be transferred. It is automatic; if the surplus and capital 
of a bank goes up, its investment of stock goes up, if its capital and 
surplus goes down, its stock subscription goes down. There is no rela- 
tionship between the stock and the voting rights. It is not stock in 
the commonly accepted sense of the term, and certainly it does not 
carry proprietary rights of any kind. There is, however, a question of 
how paowss believe in this thing, and this hearing can serve a good 
purpose by letting the economists and the textbook writers know that 
the Federal Reserve officials are not claiming that the commercial 
banks own the Federal Reserve banks. It will be wholesome to let the 
see know that this notion they have that the local banks own the 

ederal Reserve bank is fallacious, false, and not true. 

Do you believe that any sizable number of bankers in the country 
believe that they own the Federal Reserve banks, Mr. Martin ? 

Mr. Martin. I don’t think there is any sizable number that do. 

Mr. Parman. Do you think that some of them do? 

Mr. Martin. I think some of them do; yes. 

Mr. Patman. Do you know of any officers in the Federal Reserve 
banks who believe that the Federal Reserve banks are owned by the 
member banks in their respective districts ? 

Mr. Martrn. I don’t know of any, but there may be some. 

Mr. Parman. You don’t know of one? 

Mr. Martin. I don’t know of any. 
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Mr. Parman. Now, in 1958 I made some disclosures about some of 
the unusual expenditures of the Federal Reserve banks. The re- 
actions of the bankers and of the officials of some of the Federal Re- 
serve banks themselves seemed quite clearly to be based on a belief 
that the Federal Reserve banks are private institutions, spending pri- 
vate money. In Chicago the first vice president of the bank out there 
told the newspapers: 

Sure, we give scholarships, and prizes, and presents of all kinds, and spend 
money for other purposes, just like any other business organization. 

He said further, according to one newspaper account, that the Fed- 
eral Reserve Bank of Chicago is “owned lock, stock, and barrel” by 
ae private commercial banks and could spend its money any way it 
pleases. 

When I asked Mr. Allen, the president of the Federal Reserve Bank 
of Chicago, about this the other day, he said that he had told that 
fellow—his first vice president—that he did not agree with what he 
had told the press, that the Federal Reserve bank is not owned by the 
member banks. But Mr. Allen didn’t do anything to correct the mis- 
information that had been given to the press, and he took no step to 
give the public the right information. 

There was evidence of similar misunderstandings in the newspapers 
ublished in the areas of several other Federal Reserve banks which 
ad made expenditures I did not think proper, and which I feel these 

banks have no moro right to make than postmasters have a right to 
contribute public funds to local charities or to use public funds to pay 
for picnics, banquets, honorariums, and so on. I believe that Mr. 
Allen told us that it is the duty of the Federal Reserve Board to con- 
trol expenditures; is that correct ? 

Mr. Marrin. That is correct. 

Mr. Parman. That is correct ? 

Mr. Marin. That is correct. 

Mr. Parman. Do you mean to say that the Federal Reserve Board 
has been permitting these golf tournaments, and these excursions, and 
these banquets and permitting the expenditure of funds for member- 
ship in lodges, and clubs, and bankers’ associations, and clearinghouses 
and things like that, Mr. Martin ? 

Mr. Martin. Mr. Patman, the Federal Reserve Board goes over 
these expenditures every year. There have been changes; but under 
the statute each of these banks have their own local board of directors 
which has to function, and we have not any ironclad rules. We are 
working at this all the time, as you know. 

We have, for example, made it clear that any employee of a Reserve 
bank that misuses information for his own use will be discharged. 
Now, on these expenditures—expenditures are made within law for 
purposes that the board of directors—now, you assume that all of 
these funds that have been paid out this way are wasted. 

Mr. Parman. Yes, sir; I have. 

Mr. Martin. I don’t agree with you. 

Mr. Parman. Well, the president of the Federal Reserve Bank of 
San Francisco agrees with me. He said they don’t spend any money 
like that because it would not be proper. 

Mr. Martin. Well, that has been a judgment of their board of di- 
rectors then, and they are entitled to that judgment, but we have to 
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take these 12 banks as they come, and we should run the Federal 
Reserve System as effectively and as efficiently and as economically 
as it is possible to do it, and there we are subject to your review and 
we welcome the review, but I don’t think there has been any mis- 
appropriation of funds and there has been no funds expended without 
proper authorization. 

Mr. Parman. Don’t you consider that those funds are public funds, 
Mr. Martin? 

Mr. Martin. I think that gets back to the nature of this System. 
No; I don’t think the Government owns all of this money as such. 
I don’t think this is the same as appropriated funds, for example. 

Mr. Parman. Isn’t it the test, though, that in the event of liquida- 
tion who would get what is left / 

Mr. Marrin. Under the statute only the residual would go to the 
Government. 

Mr. Parman. The Government would get what is left. Therefore, 
these are Government funds. 

Mr. Martin. I will not accept the position that all the funds of the 
Federal Reserve System are exactly the same as receipts in the 
Treasury. 

Mr. Parman. Well, wouldn't you accept it as 97 percent, in view of 
the fact that 97 percent of all of the money used by the entire Federal 
Reserve System for all purposes comes from the taxpayer who pays 
taxes into the Treasury; the taxpayers’ money is used to pay interest 
on the portfolio of Government bonds in the New York Federal 
Reserve Bank and that money is disbursed to the other 11 banks, 
and to the New York Federal Reserve Bank, to pay 97 percent of 
their income—doesn’t that make it 97 percent public funds? 

Mr. Martin. I won’t say 97 percent, but the point you are making 
makes it very incumbent upon us and places a very serious responsi- 
bility upon us to see that these funds are expended wisely and that 
they contribute to the overall credit of the United States, and I think 
we should do everything in our power to correct any abuses of any sort 
that may have developed in the System. I simply have disagreed with 
you about the matter of abuses. 

Mr. Patman. I would like to ask you some questions which I hope 
will not require long answers, but if you desire, of course, you can 
answer them at length when you correct your remarks, or, if you 
insist, now 

Mr. Martin, during the past week or so there have been several 
interesting newspaper articles and editorials on this bill. The New 
York Times of June 11 carried a news report on Mr. Hays’ testimony 
before this subcommittee, The opening sentence reads: 

The independence of the Federal Reserve System could be endangered if 
Congress were to compel member banks to give up their stock in 12 Federal 
Reserve banks. 

I wonder if you read Mr. Hays’ testimony before the subcommittee; 
did you read it, Mr. Martin ? 

Mr. Martin. I read his formal statement. I did not read the ques- 
tions and answers. 

Mr. Parman. Do you recall if you found any statement in Mr. 
Hays’ testimony that the independence of the Federal Reserve System 














242 RETIREMENT OF FEDERAL RESERVE BANK STOCK 


could be endangered if Congress compelled retirement of the Federal 
Reserve bank stock ? 

Mr. Martin. I would have to review the testimony, Mr. Patman. 

Mr. Parman. I am asking you about the testimony. 

. mt Martin. I would have to review it, Mr. Patman. I don’t off- 
an 

Mr. Parman. I think what Mr. Hays actually said was what you 
usually say when there is a proposal you don’t like, which is that the 
proposal could give rise to questions both at home : and abroad concern- 
ing something or other. 

On June 15 the New York Journal of Commerce carried an editorial, 

“Let Well Enough Alone.” I would like to quote one sentence from 
that editorial : 
Without doubt, the main advantage of having the commercial banks own shares 
in their district Federal Reserve banks is that it indicates the Federal Reserve 
System is an independent body and not merely another branch of the Federal 
Government. 

I want to ask if you agree with this statement that the Federal Re- 
serve is not merely another branch of the Federal Government ? 

Mr. Martin. The Federal Reserve has this status of independence 
which we have discussed a good many times. It is independence within 
the Government and not independence of the Government. Again, this 
partakes of this “animal” we have here. We have a Federal Reserve 
Board that is clearly Government and we have 12 Federal Reserve 
banks which it supervises which are quasi-Government or quasi- 
private, depending on where you want to put the emphasis. 

Mr. Patrman. In operations only, you would have to define it that 
way ; in operations only, not ownership. 

Mr. Martin. That is right, not ownership 

Mr. Parman. I suppose you would have to agree with the state- 
ment that the fact that the private banks own stock in the Federal 
Reserve banks does serve to indicate to the public mind that the 
Federal Reserve System is not a branch of the Government but is a 
privately owned corporation. 

Mr. Martin. I think that ownership of stock by the banks in the 
Federal Reserve System does make the people think it is different from 
the postmasters or some other such arm of the Government, and I 
think it should. I think that the safeguarding of the currency is 
different, it has a different relationship to other TGareiiind agencies. 

Now, I happened to be head of the Export-Import Bank at one time 
and I have great respect for the Export-Import, Bank, but I don’t 
compare its position in Government with the position of the Federal 
Reserve System. 

Mr. Parman. Are you saying, Mr. Martin, that this justifies the 
people in believing that the banks do own the Federal Reserve System ? 

Mr. Martin. No: I am not saying that, but I think that it is an 
item and makes the people aware of the fact that there is a relationship 
and an operation in connection with their currency which is different 
from a good many other agencies of Government, and I am not run- 
ning down any other agencies of Government, but the Federal Re- 
serve System 1 is the only agency of this Government that is devoting 
its full time working to help preserve the currency, and I think it is 
out of that evolutionary background that we derive our status. I don’t 
think you want to tear that down. 
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Mr. Parman. Well, you will admit, then, from what you have 
said, that there is considerable belief in the country—and that there 
should be—that the 12 Federal Reserve banks are owned by the 
commercial banks ¢ 

Mr. Martin. No; I won't go that far. 

Mr. Parman. You won't go that far ! 

Mr. Martin. No. 

Mr. Parman. Mr. Martin, I notice you say at the bottom of page 
2 of your statement that this stock has “served to integrate the mem- 
ber banks and bankers into the guiding policies of the Federal Re- 
serve System.” I judge you mean by that that the guiding policies 
come from you, rather than from the member banks ? 

Mr. Martin. That is correct. 

Mr. Parman. What are the kinds of policies which you try to get 
adopted upon which you depend for member banks for voluntary com- 
pliance and cooperation ? 

Mr. Martin. Well, we want to get statistics from them. We want 
to get information from them. It is very important, in order to know 
what is going on in the economy, that we get the benefit of knowing 
promptly and effectively and efficiently what they are doing and what 
the economy is doing. Voluntary cooperation is very important. 

Mr. Parman. At times when you think the banks’ lending rate should 
be lowered, do you have some trouble getting the banks to reduce 
their rates / 

Mr. Martin. We don’t actively tell the banks what rates they should 
pursue. Our policies are directed toward reserves. We supply or 
absorb reserves. 

Mr. Parman. Don’t you apply moral suasion ? 

Mr. Martin. We don’t use moral suasion. 

Mr. Parman. That is a pretty powerful weapon. 

Mr. Martin. That is a weapon you and I have discussed a number 
of times. 

Mr. Parman. In the next sentence following at the bottom of page 2 
of your statement you say it is— 

Desirable that the banks be as conversant as possible with the needs and 
purposes of policy objectives. 

What is the line of communications between the Board and the 
member banks which would be disrupted by reason of retirement of 
this stock? In other words, could you elaborate on the reasons why 
the member banks would not be as well informed as they are now as 
to the purposes of your policies? 

Mr. Martin. The retirement of this stock under this bill would not 
affect that communication directly. Any effect that it might have 
would be in this lessening of the ties in the System, but not directly. 

Mr. Parman. If Congress does decide to pass legislation to retire 
the Federal Reserve bank stock, despite your opposition, Mr. Martin, 
would you regard that as a step in the direction of communism or 
Marxism ? 

Mr. Martin. No, I would not, Mr. Patman, and I can assure you 
that if you pass this bill I will do everything in my power to continue 
to operate the System in the best interests of the people. 

Mr. Parman. I assume that the strongest reason for your opposition 
to the legislation is that you feel that it would be misunderstood both 
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at home and abroad and might undermine confidence in the continuing 
independence of the Federal Reserve and mighth undermine confidence 
in the dollar; is that correct ? 

Mr. Martin. That is one of the effects it might have and I would 
do everything in my power to prevent that happening if you passed it. 

Mr. Parman. What is your feeling as to confidence in the Bank 
of England both at home and abroad? Do you feel there is lack of 
confidence in that bank ¢ 

Mr. Martin. I am not compentent to comment on the Bank of 
England. 

Mr. Parman. Are you familiar with the situation in 1946 when the 
British Government retired the private stock in the Bank of England? 
I am told that part of our $2.75 billion loan to Britain in 1946 was 
used for this purpose. Do you know whether or not that is correct ? 

Mr. Martin. No, I don’t. 

Mr. Parman. Was there a general loss of confidence in the Bank 
of England at that time as a result of the private stock being retired ? 
Are you acquainted with the history of that period ? 

Mr. Martin. No, I am not intimately acquainted with the history 
of that period, but I have this comment: The two situations are not 
comparable. For example, there are a few private stockholders in 
the Bank of England still. There are some accounts—private indi- 
viduals carry accounts in the Bank of England right at this present 
moment. Now, when they die, I understand that will be the end of 
those accounts, but you see for this example that there is a little differ- 
ent history and you are talking there about an institution that goes 
back to 1698, and I am talking about 50 years. 

Mr. Parman. As to the private deposit accounts, you are talking 
about the exceptional cases. There are just a few of those because of 
tradition. 

Mr. Martin. As part of the evolution of their concept, yes, and 
that is what we are talking about in ours. 

Mr. Parman. I wonder if you would tell us about the Swedish 
currency. Does that have a pretty good stability and reputation 
among the bankers of Europe? 

Mr. Martin. I wouldn’t want to comment on the Swedish currency. 

Mr. Parman. Well, you don’t know of any lack of good reputation, 
do you? 

Mr. Marti. No, I wouldn’t want to comment for it or against it. 

Mr. Parman. Sweden has a reputation of being a pretty good credit 
country, and I believe some political scientists rate Sweden as the 
most democratic of all countries. The Central Bank of Sweden has 
been owned 100 percent by the Government for roughly 300 years or 
since 1668, which was about 250 years before we had a central bank— 
a Federal Reserve System—in this country. 

Do you know if that is correct ? 

Mr. Martin. Offhand, I don’t. I studied the history of the Bank 
of Sweden carefully at one time, but I haven’t a very good memory on 
these things. I would have to review it. I might point out in passing 
that interest rates in Sweden, I believe, are higher than they are in 
the United States. 

Mr. Parman. At this particular time maybe, but not generally. 
This is an exceptional period, isn’t it? 
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Mr. Martin. Well, it is exceptional periods we are talking about 
most of the time. 

Mr. Parman. I am told that the Central Bank of Sweden is owned 
and supervised by Parliament and that six of its seven directors are 
drawn from Parliament and the seventh director, who is chairman, is 
drawn from the executive branch. 

Do you know if this is correct ? 

Mr. Martin. No, although it seems about right; but they might 
have lower interest rates if that weren’t so. 

Mr. Parman. They might have what? 

Mr. Martin. They might have lower interest rates if that weren’t so. 

Mr. Parman. What is the interest rate in Sweden now? 

Mr. Martin. I don’t know exactly, but my impression is it is about 
514 percent. 

r. Parman. Generally though, Sweden’s interest rate is low, is it 
not, over a period of 25 years or 10 years ¢ 

Mr. Martin. I would have to check it. I don’t believe it has been 
as low as ours. 

Mr. Parman. Well, let’s distinguish between the going retail rate 
and the wholesale rate and the discount rate if we go into that. 

I believe you take the position that the Federal Reserve is independ- 
ent of the executive branch and that you are not responsible or ac- 
countable to the President in any way. But you do take the position 
that you are responsible to Congress and are what I believe is called an 
arm of Congress, because you are operating under a delegation of the 
money powers reserved to Congress by the Constitution; is that 
correct / 

Mr. Martin. That is correct, Mr. Patman. I would refer you 
again to your subcommittee’s hearings and report in 1952—the Joint 
Economic Committee subcommittee—where we worked very hard on 
this broad question and we never made the assertion—if you will look 
at our answers during those hearings—that we were or were not a 
part of the executive branch of the Government. Our assertion was 
with respect to this concept of independence within the Government 
but not of the Government and I have discussed with you a number 
of times this relationship that we have had with the Secretary of the 
Treasury and the Chairman of the Council of Economic Advisers and 
others from time to time and we have tried to work very closely, but 
we have had no formal bond where an agenda is set up and a meeting 
is held with the President and the President would decide and I would 
be 1 vote out of, let us say, 4 or 5 or 10, depending on how many people 
might be there. 

Mr. Parman. Mr. Martin, it may seem inconceivable that I could 
ask you a question that I have not asked you before, but I am going 
to. You know that the President, under the law, fixes the interest 
rate on the long term Government bonds? 

Mr. Martin. Who? 

Mr. Parman. The President. 

Mr. Martin. On the new issues, yes, sir. 

Mr. Parman. Now, then this so-called accord of March 4, 1951— 
an accord contemplates an agreement between and among the parties 
who have to do with the particular problem or situation, does it not ? 

Mr. Martin. It does. 
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Mr. Patrman. In other words, if one party is left out, it cannot be 
an accord, can it ? 

Mr. Martin. That is right. 

Mr. Parman. Well, how can you say that there was accord because 
you, representing the Treasury at that time, and the Federal Reserve 
agreed on something without the President’s being a party to it, yet 
he has function in carrying it out or not carrying it out. President 
Truman was not a party to that accord, was he? 

Mr. Martin. As far as I know, he was fully informed of it. 

Mr. Parman. Well, you didn’t answer my question, Mr. Martin. 

Mr. Martin. Do you mean did he sign ? 

Mr. Parman. Well, he didn’t agree to it. Instead of agreeing to it, 
he had the Federal Reserve Board, in fact the whole Open Market 
Committee before him in January, and I think you were at this meet- 
ing at the White House in January 1951 when he said to the Board, 
“You hold the line on long-term Government bonds at 214 percent 
and don’t you let those bonds go below par.” Were you at that 
meeting ? 

Mr. Martin. No, I wasn’t, Mr. Patman. 

Mr. Parman. Well, you know about it, don’t you ? 

Mr. Martin. Well, I know what was in the papers about that 
meeting. 

Mr. Parman. There is no doubt about it, is there ? 

Mr. Martin. The accord occurred after that meeting. 

Mr. Patman. I know, but the accord was among people who didn’t 
have the responsibility for fixing interest rates on long-term Govern- 
ment bonds ? 

Mr. Martin. The accord was fully agreed to between the Treasury 
and the Federal Reserve Board and the President was informed of 
what was involved init. He didn’t sign his name on it, no. 

Mr. Parman. Well, of course, every act and statement of his indi- 
cated that not only did he not agree to it, but he was certainly opposed 
to it most vigorously. 

Mr. Martin. Well, I can’t speak for the President, what was in 
ait een, Mr. Patman. I don’t think he was happly with it neces- 
sarily. 

Mr. Patman. He wasn’t happy with it. 

Mr. Martin. I don’t know whether he was happy with it or not 
happy with it, but it was a very difficult situation. All I know is it 
was an agreed operation. 

Mr. Parman. Agreed by whom, by the Treasury and the Federal 
Reserve ? 

Mr. Martin. With the full knowledge of the President. 

Mr. Parman. Well, he didn’t agree to it, though. He didn’t say 
that meets with my approval ? 

Rn Martin. I don’t know what the records of the White House 
show. 

Mr. Parman. Well, anyway, Mr. Martin, you couldn’t have an ac- 
cord without the President’s approval in a case like that, could you, 
I mean a genuine accord; and I believe that we established at the time 
that the so-called accord was contrary to the President’s wishes and 


policy. 
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In that hearing that you are talking about, in 1952, I think you will 
find the correspondence between the parties and the statements given 
out to the press, and I don’t think that there is any doubt that Mr. 
Truman was bitterly opposed to taking the ceiling off of the Govern- 
ment bond rate. 

Mr. Martin. Well, President Truman would have liked to have seen 
interest rates continue even lower. He would have liked them to go 
to 2 percent, I think. 

Mr. Parman. That is right. 

Mr. Martin. I would like to see them go lower, too, but that doesn’t 
control them. 

Mr. Parman. He was determined to hold that line at 214 percent; 
wasn’t he, Mr. Martin? 

Mr. Martin. This was before the accord. 

Mr. Parman. I know it was. 

He had the meeting in January, and he told the Open Market Com- 
mittee, “You keep that rate at 214 percent or below, and don’t you 
let those bonds go below par,” and they agreed to it. They agreed 
to it. 

Then the Chairman of the Board went out from that meeting and 
seceded from the Government, almost. They decided that they would 
go their own way and take the ceiling off. 

Mr. Martin. Mr. Patman, let me just point out one thing. The 23/- 
percent special bond 

Mr. Parman. They were not marketable bonds. 

Mr. Martin. They were marketable by indirection, because they 
were convertible to notes. Nevertheless, all of this was an agreement. 
I went through all of this period, and I can assure you it was all 
worked out. 

Mr. Parman. All right, I will ask you another question. 

How many years have you served as Chairman of the Federal 
Reserve Board ? 

Mr. Martin. A little over 9 years. 

Mr. Parman. Now, how many years did Mr. Eckles serve? 

Mr. Marrrn. I would have to check. I think it was in the neigh- 
borhood of 14, as Chairman. He was also a member of the Board a 
little longer than that—about 17 years. 

Mr. Parman. But he was Chairman about 14 years, wasn’t he? 

Mr. Martin. That is right. 

Mr. Parman. When the committee was considering the possibility 
of holding hearings on H.R. 9511, which I introduced for the purpose 
of having the Federal Reserve transfer $15 million of its Government 
securities to the Treasury in exchange for non-interest-bearing securi- 
ties, you wrote a letter to Chairman Spence voicing objection to that 
bill because the Federal Rserve now returns moneys over and above 
its expenses to the Treasury month by month. 

When I asked a moment ago when the Federal Reserve started 
making the payments to the Treasury on a monthly basis, rather than 
at the end of the year, you said you didn’t know. Would you check 
on that and put the nformation into the record ? 

Mr. Martin. Yes. 

Mr. Parman. And put in also the amount paid in during the last 
year, or since you started making the payments monthly. 
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Mr. Martrn. Allright. 
(The data referred to above has been submitted and is as follows :) 


PAYMENTS MADE TO THE TREASURY AS INTEREST ON FEDERAL RESERVE NOTES 


Payments made to the Treasury in this connection were first put on a monthly 
basis beginning with September 1957. The amounts of the monthly payments 
Since that time are shown below. 








1957 1958 1959 1960 
NE eh oat a ie ck iatignrsobSeadinsbesemmabaes $53, 450, 956. 61 | $39, 090, 197.39 | $75, 336, 521. 56 
i ES RI TER SE A iE SNS aE. 44, 939,724.81 | 36,276, 144, 23 68, 151, 304. 16 
SE arts hs Dine os aisha ante ae = rag «Ra Sn A RE 48, 575, 747.79 | 44, 117, 956. 30 90, 174, 314. 11 
NR ti. iia dh inant bamanele ces = ivaweunien 46, 260, 004.83 | 43, 067, 231. 65 75, 390, 415, 24 
gh RRS a Se Cea eee: ER eee 48, 085,622.97 | 45,922, 486. 59 81, 879, 111. 67 
DE karte bin ceiieericinnpnennn came npithahegibbe dais 46, 685, 742.30 | 45, 223, 442.61 |-.........-...-- 
ak eeche ean bbiediahetensc nace dorehenentinsions 48, 309, 446.86 | 49,347, 181.11 |-...-.....-.--.. 
RR lL ike diganimiingndeasioniugulinendpekentipecins 37, 592,955.58 | 67, 483,824.15 |.........-....-- 
eee epee ap pe eae eereer ens $50, 441, 505.90 | 36,055,115.28 | 65, 277, 808.59 |......-...--..-- 
SN 65506 ccbnwetacecnstewabactnces 52, 854, 735.76 | 38,049, 902.56 | 67,384, 880.75 |............-.-- 
DRG PRINOT ns di nck J 52, 158, 834.67 | 38, 157,121.62 | 68, 642, 784.14 |.....-.-...----- 
I eee SEN Ds cence egdncbnesmees 52, 957, 359.97 | 37,896, 308, 52 | ! 338,865,830.12 |.......-..----.- 

















1 Includes payments to reduce surplus to level of subscribed capital and to discontinue certain reserves 
for contingencies as described at pp. 96-99 of the Board’s Annual Report to Congress for 1959. 


Mr. Patman. I want to read a quotation from a daily newspaper. 

This is from a review of June 7, and is from a story which ap- 
peared in the American Banker on that date: 

Mr. Allen objected to the legislation on two principal grounds: The subscrip- 
tion to capital stock is an aspect of the institutional concept which the Congress 
chose to adopt in establishing the Federal Reserve System. The dividends on 
capital stock paid to member banks provide a partial offset to the cost of member- 
ship represented by reserve requirements. 

That statement about dividends on capital stock being a partial 
offset to the cost of reserve requirements suggests, does it not, that 
the member banks are peaitired to put some portion of their funds 
into the Federal Reserve banks as reserves and, of course, they do not 
draw interest on these funds? 

Mr. Martin. Well, they don’t. One of the principal deterrents to 
getting some banks into the System is the fact that the States have 

ower reserve requirements than the Federal Reserve. 

Mr. Parman. But the member banks of the System don’t actually 
put their funds into these reserves, do they, Mr. Martin ? 

Mr. Martin. They certainly do. How else do we get the reserves? 
We are responsible for the reserves which the member banks have 
with us, and for the notes, the Federal Reserve notes which are out- 
standing. Those are the liability items on our statement, the state- 
ment of each individual Reserve bank. 

Mr. Parman. Mr. Martin, here is an illustration of the kind of thin 
that is puzzling me about the recent audit reports of the Federa 
Reserve banks. 

Take the matter of the Chicago bank giving out Christmas remem- 
brances. The audit report for 1957, dated October 25, 1957, had this 
to say, in part, about the Christmas remembrances: 


December 31, 1956—charge “covering expenses of Christmas remembrances to 
persons other than [bank’s] own employees, who rendered valuable service” 
to the bank during 1956, $1,842.40. 
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In our report of examination as of November 23, 1956, we reported a similar 
expense of $1,909.94 in December 1955. The Reserve bank believes that this 
type of expense should be considered a necessary business expense on the ground 
that gratuities of the kind mentioned are customarily made by banks and other 
business houses in the local financial community, and that having the goodwill 
of the persons who are the recipients of the Christmas remembrances is of 
material assistance in the conduct of the bank’s operation. Although it feels 
that the elimination of these gratuities would be unwise, the bank intends to 
keep their total as low as possible through a careful screening of the lists of 
proposed donees; the list of gifts for the 1957 holiday season has been reduced 
to a total not in excess of $800. 

So you see, Mr. Martin, in 1956 the bank gave Christmas remem- 
brances in the amount of $1,800, and when the auditors were talking 
to the officials of the bank in October 1957, it was then their plan to give 
out not more than $800 in gifts at Christmas time 1957. 

But when we come to the next audit report, the one dated September 
19, 1958, which picks up where the previous report left off, there is no 
mention of $800 being given at Christmas 1957 and no mention of any 
other amount being given. 

This report has only this to say: 

All expenditures since our last examination were reviewed to determine their 
propriety and compliance with the rules and regulations of the Reserve bank 
and of the Board of Governors. Our review did not disclose any item of a 
nature warranting mention. 

Now, this is my question: 

Did the Chicago bank cancel its plans to give Christmas presents 
in 1957, or is it possible that the bank went through with its plans 
but the auditors felt that the matter did not warrant mentioning / 

Mr. Martin. I cannot say, Mr. Patman. I will be glad to check into 
it for you. 

Mr. Parman. If you will, please. 

(Mr. Martin supplied the following information : ) 

The Federal Reserve Bank of Chicago disbursed the following amounts as 
Christmas gratuities in the years mentioned: 1957, $758.69; 1958, $678.47; 1959, 
$241.06. It is understood that the amount for 1959 was supplied during the 
testimony of President Allen of that bank on June 6. 

In view of the full statement of the circumstances included in the report 
of examination as of October 25, 1957, an excerpt of which has already been 
inserted in the record by Mr. Patman, and because the disbursements in the 
subsequent years evidenced the Reserve bank’s efforts to reduce these disburse- 
ments, the examiner felt that no useful purpose would be served by commenting 
upon them in the later reports of examination. 

Mr. Parman. Now, in a statement you had here a few years ago, 
about the ownership of the Federal Reserve banks, you stated that you 
would try to get. the erroneous impressions corrected ; that you would 
see to it that the Federal Reserve banks did not publish statements 
which implied or stated that the Federal Reserve banks are owned by 
the commercial banks. 

What did you do in that direction, Mr. Martin ? 

Mr. Marrtn. Well, I think I have visited practically all of the 
Reserve banks. I have visited with their directors. I have visited 
with examiners that have come in, with various groups, and I have 
discussed this just as you and I are discussing it here today. 

Mr. Parman. And you made it plain to them that the Federal 
Reserve banks are not owned by the commercial banks and they 
shouldn’t be telling the people otherwise ? 
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Mr. Martin. And had a full discussion of this matter of the issu- 
ance of stock as an incident or condition of membership, and what 
is involved. 

Mr. Parman. Yes, sir. 

Now, then, Mr. Martin, before I yield to Mr. Multer—and to Mr. 
Barr, if he wants to ask any questions—I assume any questions we 
don’t ask here we can submit in writing and you will answer them? 

Mr. Martin. Yes, sir. 

Mr. Parman. Thank you. 

Mr. Multer. 

Mr. Mutter. Presently, only one-half of the stock of the Federal 
Reserve banks that is authorized to be issued has been issued. In 
other words, there is 50 percent of the authorized capital stock of the 
Federal Reserve bank that has never been issued ? 

Mr. Martin. That is correct. 

Mr. Mutrer. Now, assuming for the purpose of my next question 
that the ownership of this stock certificate by the member banks in 
the Federal Reserve banks does exude and does promote confidence 
and faith in the Federal Reserve System, stabilization of our dollar, 
the stability of the dollar in our economy and nothing else, but since 
this represents an awfully good investment, guaranteed, with a 
6-percent preferred dividend, why not issue the rest of the 50 percent 
of the stock to anybody and everybody who wants to buy it? Why 
shouldn’t we all be put in a position of promoting this tremendous 
confidence in our System by owning this good security and what it 
stands for in the central bank system ? 

Mr. Martin. The only answer I can give you there, Mr. Multer, is 
that the System has been in existence for 40-some-odd years, getting on 
to 50 years, and this is the way it has been done to date under the law, 
and there is no reason at this time to bring any more of this stock 
into play ; there is no reason to reduce it. 

Mr. Mutter. Well, since you don’t need this capital any more, why 
not return it? If you will not return the capital that is there now and 
that is owned by these member banks, then why not open it up to the 
public and let the public also promote this confidence by enjoying this 
fine return ? 

Mr. Marttn. That is another approach to it, but, again, you are 
changing the concept. It is very interesting to look at the list of 
owners of the stock of the First Bank of the United States. Harvard 
College was a purchaser. Many institutions were, and that was the 
original—if you had 51 percent in the hands of the Government, that 
let everybody else in on it—there were some advantages to that, and 
that has been considered in some of the new central banks that some of 
the underdeveloped countries are planning to set up, but it is an 
institutional concept again. 

Mr. Murer. Well, surely if it has a tremendously good psychologi- 
cal effect. I think not only should we open it up and let our own 
citizens own it, I think we should let the banks of the world—let 
everybody buy some of this good security, and everybody would be 
sure to have the utmost confidence in our dollar and our economy and 
our banking system. 

Mr. Martin. Well, I am afraid you wouldn’t achieve that purpose. 

Mr. Mourer. I wish the record would show the smile on your face, 


Mr. Martin. 
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T think all of this talk about psychology and tradition should be 
smiled at. I don’t think there is anything to it. 

Mr. Martin. I don’t agree with you, Mr. Multer. I will take the 
smile off my face and say that confidence is the key, in my judgment, 
to money and also credit. Credit is like a rubber band. You can 
stretch it a certain distance, but if it breaks, it is busted, and confidence 
can very easily be destroyed. 

Take the gold at Fort Knox, for example. People say to me, “Well, 
we don’t need it. Why don’t we get rid of it?” Nobody goes down 
and counts it over the weekend, but that is all a part of what goes into 
currency. 

Mr. Muurer. Those people who say we should get rid of it are also 
the people who are saying they are taking it away from us. 

Now, let us talk about the stock of a bank or an insurance company. 
What servicing is done on stock of any institution ? 

Mr. Martin. Well, we are talking about the dividend. 

Mr. Mutter. The amount of dividend received by each member 
bank will depend on the amount it has on deposit with the Federal 
Reserve during the period. 

Mr. Marrin. Capital and surplus, yes. 

Mr. Mutter. Is that any more complicated than giving them a certi- 
ficate or receipt for the money they deposit and giving them interest 
computed on those balances ? 

Mr. Martin. No, I don’t think—and I make the point on our pro- 
posal—it could be done your way. It could have been done at the 
time the System was created, only it was not done that way; and also 
at that time there was a possibility that the capital was going to be 
needed as such. 

Mr. Mutrer. Well, maybe I misunderstood the very concluding 
statement on page 6, where you say, in referring to H.R. 8627, my bill, 
that this would introduce a complicating detail without justifying 
benefits. 

What complicating detail would my method introduce? 

Mr. Martin. You are going to change the proportion in relation to 
something, whether it is capital or surplus, the proportion on deposit, 
aren’t you ¢ 

Mr. Muurer. No, the only thing that I change is the amount re- 
ceived by way of interest; instead of that being a fixed 6 percent, as it 
is now, I would vary that 

Mr. Martin. But the interest would have to be figured on the 
amount of the deposit. 

Mr. Mutter. Just as you now figure the dividend on the amount of 
the deposit, isn’t that so? 

Mr. Martin. Well, on the amount of the specific stock issued, yes. 

Mr. Mutrer. Well, the stock issued varies with what they deposit; 
it represents what they have deposited. 

Mr. Martin. Well, I may have used the phrase loosely, but I think 
it is slightly more complicated to the average person, as it would vary. 

Mr. Murer. Well, now, let’s not bring in the average person, be- 
cause the average person is not going to run these banks. The Federal 
Reserve System is going to continue to run them, just as they have up 
to now, with no change in operation, and there is no change in how the 
computations were made except, if my bill prevails, there will be a 
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change instead of a fixed 6 percent year in and year out; the percentage 
will vary in accordance with what your discount rate may be, and it 
will be one-half percent over that. 

Now, whether it should be that way or it should be 3 percent or a 
variable formula that the bank will fix from time to time, I am not 
fixed in my own mind as to what it should be, except I am determined 
that it should not be a fixed 6 percent. 

Mr. Martin. Well, it might be worked out so that it would not be 
more complicated, but my reaction was, as I stated here. 

Mr. Mutrer. Well, now, you talk about the stock—I am referring 
to the bottom of page 2—has served to integrate the member banks and 
bankers into the guiding policies of the Federal Reserve System. 

That piece of paper doesn’t integrate them into the policies. Even 
without the piece of paper, the member banks would be supplied with 
all of the information made available, day by day, week by week, and 
month by month, by the Federal Reserve System; isn’t that right ? 

Mr. Martin. That is right. 

Mr. Muurer. As a matter of fact, all of that information is made 
available to nonmember banks. 

Mr. Martin. Not to the same extent. 

Mr. Mutrer. Surely anybody who would ask for it could get all of 
the public documents and releases that you issue. 

Mr. Martin. We certainly do everything that we can for the non- 
member banks, but they wouldn’t ask for it in most instances. There 
is quite a difference between being on the mailing list and asking for it. 

Mr. Muurer. Well, certainly if any of them came to you for advice 
as to operation and guidance, you wouldn’t withhold it? 

Mr. Martry. Most of them have correspondent bank relationships 
which would relate them to the System, too. 

Mr. Mutrer. One final question, Mr. Martin. 

If the Board of Governors tomorrow should issue a press release 
and give it the widest possible publicity throughout the world, and you 
said in so many words that the stock certificates issued by the Federal 
Reserve banks to the member banks are no evidence of proprietorship 
and the member banks do not own the Federal Reserve banks or Fed- 
eral Reserve System, those stock certificates are not transferable, they 
carry no voting rights except one vote to each member bank within its 
class, do you think that that would have any effect in destroying confi- 
aan i am the Federal Reserve System or any of the Federal Reserve 

anks ? 

Mr. Martin. Well, I put myself in the shoes of the person abroad 
who would read that—and they would wonder what in the world you 
are making the statement for. 

Mr. Mutter. But if you make the statement that this is what it has 
been for 50 years, since the System was first started, do you think 
it would have any bad psychological effect ? 

Mr. Martin. Yes, I do. I wouldn’t see any reason why at the 
present time you would have to make a statement of that sort. 

Mr. Mvurer. Almost every time you or some member of the Board 
has been before this committee and you have been asked, have you not 
all consistently made the statement that all this is is a piece of paper 
which evidences that a member bank has some money on deposit in 
the Federal Reserve bank on which you are paying 6 percent. 
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Mr. Martin. That is a very interesting philosophical statement, this 
matter of a piece of paper. A lot of people think running a bank is 
just accounting procedure. Let me illustrate this on the loan-deposit 
ratio. 

Not long ago I encountered a small bank that wanted to go up 
above a hundred percent on its loan-deposit ratio, and when I talked to 
the individual concerned, I said, “That would be very reprehensible on 

our part.” He said, “Well, what in the world do we have the 
Federal Reserve System for ?” 

Well, now, if this is all just an accounting sgn cate, you have a 
deposit in the bank, I have a deposit in the bank, a checking account; 
it never enters the head of any of us that that won’t be honored, 
but it is the function of the Federal Reserve to see that those are 
honored at all times, and there are some limits put on it, and that 
is where prudence and management comes into this business. It isn’t 
just a bookkeeping operation. You can’t just, ad infinitum, regardless 
of what the Federal Reserve does, write up the loan side of your 
balance sheet and the deposit side of your balance sheet. You can’t 
do it endlessly. That is why we have some capital and surplus. It is 
not just a bookkeapiing entry. 

Mr. Murer. You have not answered my question. 

Thank you, Mr. Martin. 

Mr. Parman. Mr. Barr? 

Mr. Barr. Mr. Martin, as I understand it, when the System was 
started off, they opened subscription to this capital stock not only to 
banks but to the public; is that correct ? 

Mr. Martin. Originally, and it was all taken up by the banks. 

Mr. Barr. As I read the history of that situation, it seemed to me 
that what they were thinking about was that they hoped that the banks 
would pick up these subscriptions for one reason: the institution 
looked as though it would be of service to the banking system. It was 
intended to bring some order into a rather chaotic condition extending 
over the historical span of this country. The banks were going to get 
the benefits, and I think the hope of the people, when this legislation 
was written and when the report was written, was that the banks 
would pick up their share to show they were contributing something 
to this institution. 

Am I reading something into the report that is not there? 

Mr. Martin. No, you have stated it very well, and as I said earlier, 
when you weren’t here, you could liquidate the Federal Reserve Sys- 
tem, as such, and have nothing but the private banks as in the old 
system before the Federal Reserve. But then we had the money 
nei that caused us so much trouble, and the establishment of the 

ederal Reserve System was to give us a bank of last resort to make 
it impossible, within the elasticity of currency, for that sort of money 
panic to develop. 

Mr. Barr. That was the way it seemed to me. It seemed to me 
that the Federal was basically a double feature: No. 1, it was to 
protect the monetary system of the United States, to level off these 
ups and down, and secondly, there was bound to be some service to 
banks in the institution. 

As I read the hearings on this first legislation, it seemed to me that 
running through it, implicit in it, was the hope that the banks would 
pick up their share. The banks did respond. 
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I think that some of the early history shows some of the banks 
did not have too much confidence when they picked up this capital 
stock. There was not too much assurance that this system was going 
to work. 

I just wanted to get that historic fact on the record, that this is 
what they were thinking about, and it was to be open to the public 
if the banks didn’t do their job. 

Mr. Martin. That is right. 

Mr. Barr. No other questions. 

Mr. Parman. Mr. Moorhead ? 

Mr. Moorneap. Mr. Martin, what can any 1 of the 12 Federal 
Reserve banks do if the Federal Reserve Board here disapproves of 
their action? What sort of thing can they do to spite the disapproval 
of your Board ? 

Mr. Martin. Well, I think we have control and that we have a well- 
balanced, well-knit system. The final authority is in the Board of 
Governors. 

Now, it hasn’t been tested very often. We have had one or two 
cases where we could set a discount rate; they might think it ought 
not be there. We could set it. That has been upheld by the Attorney 
General. 

I don’t think there is anything they could do. We could disapprove 
the salaries of any employee, right down to a guard. That would be 
pretty effective. 

Mr. Moorueap. The ultimate power of the purse is a very effective 
weapon. 

Mr. Martin. Right. 

Mr. Moorneap. The point I was getting across was, I think every- 
body would agree that the Federal Reserve Board is a governmental 
agency. 

Mr. Martin. Right. 

Mr. Moorueap. Without at least directly in any way private con- 
trol or ownership. 

Mr. Martin. Right. 

Mr. Moorneap. And the ultimate authority of the Federal Reserve 
System is in the Federal Reserve Board. 

Mr. Martin. That is correct. 

Mr. Moorneap. On the matter of these dividends, Mr. Martin, isn’t 
it true that some of the dividends or the receipt of some of these divi- 
dends is free from Federal income tax ? 

Mr. Martin. That is right. Under the law, dividends on stock is- 
sued before the 1942 are tax free. 

Mr. Moorneap. That would mean some of these member banks are 
receiving dividend rates at an effective rate of 12 percent. 

Mr. Martin. That is correct. And in connection with the Financial 
Institutions Act bill in 1956 and 1957 we recommended that that be 
changed. 

Mr. Moorneap. My next question is, Shouldn’t that be changed? 
How would that be done? Would you change the tax law or the 
Federal Reserve law ? 

Mr. Martin. I don’t recall that our recommendation was specific on 
whether the tax law or the Federal Reserve Act should be changed; 
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but we recommended that all the dividends be taxable; that was our 
recommendation. 

Mr. Moorneap. I think that is imminently sensible, and should be 
done, because some of the banks, particularly those that were organ- 
ized and large before 1942, receive quite an advantage over those banks 
which grew after 1942. 

Mr. Martin. That is my view, and we recommended it. ‘The Board 
recommended it at the time of the Financial Institutions Act. It 
was not adopted, but it is still our recommendation. 

Mr. Moornueap. Thank you very much. 

Thank you, Mr. Chairman. 

I have no further questions. 

Mr. Patman. Just for information; the question about the taxes to 
be paid on this so-called—the dividends on this so-called stock—that 
question was passed on by the Ways and Means Committee. It is 
really a tax question, and our committee would not have jurisdiction 
over it. 

T have an excerpt here from the Public Debt Act of 1942, approved 
March 28, 1942, which is the statement that you referred to, Mr. 
Martin, about making these interest payments or dividends taxable, 
and I would insert it in the record at this point, just to clarify it. 

Mr. Martin. Very well. 

(The statement follows :) 


Excerpt From Pustic Dest Act or 1942 
(Approved Mar. 28, 1942; 56 Stat. 190) 


Sec. 6. Section 4 of the Public Debt Act of 1941 (Public No. 7, 77th Cong., 1st 
sess.), is hereby amended to read as follows: 

“Sec. 4. (a) Interest upon obligations, and dividends, earnings, or other in- 
come from shares, certificates, stock, or other evidences of ownership, and gain 
from the sale or other disposition of such obligations and evidences of ownership 
issued on and after the effective date of the Public Debt Act of 1942 by the 
United States or any agency or instrumentality thereof shall not have any 
exemption, as such, and loss from the sale or other disposition of such obligations 
or evidences of ownership shall not have any special treatment, as such, under 
Federal tax Acts now or hereafter enacted; except that any such obligations 
which the United States Maritime Commission or the Federal Housing Admin- 
istration had, prior to March 1, 1941, contracted to issue at a future date, shall 
when issued bear such tax-exemption privileges as were, at the time of such 
contract, provided in the law authorizing their issuance. For the purposes of 
this subsection a territory, a possession of the United States, and the District of 
Columbia, and any political subdivision thereof, and any agency or instru- 
mentality of any one or more of the foregoing, shall not be considered as an 
agency or instrumentality of the United States. 

“(b) The provisions of this section shall, with respect to such obligations and 
evidences of ownership, be considered as amendatory of and supplementary to 
the respective Acts or parts of Acts authorizing the issuance of such obligations 
and evidences of ownership, as amended and supplemented. 

“(c) Nothing contained herein shall be construed to amend or repeal sections 
114 and 115 of the Revenue Act of 1941.” 


Mr. Parman. Mr. Johnson, did you have any further questions? 

Mr. Jounson. Yes; I did. 

On page 4 you have referred to the psychological factors, and this 
has frequently appeared in your testimony before the Ways and Means 
Committee or the Joint Economic Committee. Now I would grant 
you that the word “credit” comes from the Latin “credo,” having to 
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do with faith or belief, and in that sense this is a psychological rather 
than mechanical] function. 

Now, is the control of the money of the United States something 
that is inherently a function of banks? Do they own the money 
powers by some natural rights or natural law ? 

Mr. Marrin. Under our Constitution, the power over the money is 
inthe Congress. * 

Mr. Jounson. Isn’t this true in almost every major country of the 
world ? 

Mr. Martin. Certainly. 

Mr. Jounson. And therefore, the banks’ role is one that is pre- 
scribed by law, to the extent that in day-to-day operations we must, 
of course, delegate the administrative and subsidiary decisionmaking 
to the member packs to the Federal Reserve banks, and to the Board of 
Governors. We have prescribed by law what they may do. 

The structure, therefore, under which they operate is one which is 
in fact a structure of law. Federal law establishes the Office of Comp- 
troller of the Currency and the national banks. There is included in 
the Federal Reserve System many State banks which operate under 
the structure of State law. 

Now the United States devised the Federal Reserve System out of 
the inadequacies which we had experienced with State bank and 
National Bank Act, before the Federal Reserve Act, isn’t that correct ? 

Mr. Martin. That is correct. 

Mr. Jounson. The system operated with indifferent success down 
to 1933, and then because of a series of circumstances which we needn’t 
recite fully now, there was a new loss of confidence in the system. 
Whenever banks closed, there was at least a loss in confidence of the 
administration of the system. There were long lines of depositors 
seeking to withdraw. Wasn’t that a loss of confidence ? 

Mr. Martin. I would say we had a difficult period in 1933. 

Mr. Jomnson. However you wish to characterize it, there was a 
psychological factor at work. 

Mr. Martin. Right. 

Mr. Jounson. Now this Congress made a whole series of changes 
at that time in an effort to restore the confidence of the people in their 
money system so that this is indeed a part of the lifeblood of our 
economy. You can call it the lubricant. Whatever it is, it makes 
things move and operate. 

You have heard nothing here or read anything in the testimony 
that suggests that we want to nationalize the banks, have you / 

Mr. Martin. No. 

Mr. Jomnson. There has been no suggestion anywhere that I am 
familiar with, I wondered if you had seen any, where anyone had 
proposed that we nationalize the member banks. You have never seen 
any suggestion from anyone on this matter or from any Member of 
Congress on that score. We aren’t trying to take over the banking 





Mr. Martin. I have never heard a proposal to nationalize the mem- 
ber banks from any member of this committee, no. 

Mr. Jounson. On the other hand, you have testified that the Fed- 
eral Reserve Board of Governors and the Federal Reserve banks, not 
the member banks, are creatures of the Congress. 

Mr. Martin. Correct. 
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Mr. Jounson, And the power to create this particular stock in- 
strument or any alternative stock instrument is clearly a power of 
the Congress. This is not some natural right or some irrevocable 
contract we have entered into with them. 

Mr. Martin. Absolutely. 

Mr. Jounson. Absolutely not. It is not a contract. 

Mr. Martin. Absolutely. 

Mr. Jounson. We agree. Then the passage of some alternative 
proposal such as the Moorhead proposal, which calls it preferred 
stock or the Reuss proposal to cut this by 90 percent, this would be 
not only a legal right but a not surprising legal exercise of our con- 
stitutional powers. You would agree that no one would be shocked 
or surprised if the Congress were, for sufficient reason, to see fit to 
alter or amend or indeed abolish, as the Declaration of Independence 
suggested, any given system which we thought was somehow failing 
to serve our purposes best ? 

Mr. Martin. Not the slightest. You can change the Federal Re- 
serve Act tomorrow if you want. 

Mr. Jounson. But you and I both agree that we want to have this 
done in a matter which preserves the psychology of public confidence 
in the dollar and in the value of the dollar ? 

Mr. Martin. That is right. 

Mr. Jounson. Now if we were to order you to increase the money 
supply by, let us say, 5 or 6 percent a year, we could construe this as 
something which might cause a lack of confidence in the desire to 
maintain a stable dollar, could we not ? 

Mr. Marriy. We could. 

Mr. Jounson. If we were to suggest that you should increase the 
money supply at a rate related to the growth in the economy, this 
would not shock the economy; we would not lose confidence in the 
value of the dollar? 

Mr. Martry. Now, Mr. Johnson, you are getting into a long dis- 
cussion about the quantity and quality of money. 

I don’t believe that any of us know what—TI think that we don’t 
know as much as we ought to about the flow of money. I certainly 
confess, and frequently do, at Board meetings of the Federal Regayve 
that, as hard as I try to study it, I don’t understand all of the ramifica 
tions of the money flow, but I would say that Congress can unques- 
tionably do anything it wants. It would certainly make things a 
lot easier for me and the Board if the Congress would say that we 
should simply increase the money supply or decrease it by a fixed 
amount in relation to something. 

But that wasn’t the reason. Money does not manage itself, as has 
been frequently said, and that was why we finally came to a managed 
currency and set up in the Federal Reserve Act what I call a trust 
indenture by the Congress which Congress can change at any time, 
and under that trusteeship we have to ‘try to administer the 

Mr. Jounson. Your position and mine are the same in that re- 
spect. I have frequently said that I am the authority whether or not 
I am the expert. In many areas I may have no expertise, but I am 
called upon across the street to vote “yes” or “no.” In other words, I 
must make the decision, whether or not I am the expert. 
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You, as Chairman of the Board, and your fellow Board members, 
are the authorities, whether you feel sufficiently expert or not. As long 
as you accepted the office and took the oath of office, and serve in the 
capacity, you can’t avoid making the decisions. That you grope in 
the fog once in a while is a position which any of us who accept an 
official responsibility must admit occasionally. 

Mr. Martin. And I didn’t direct my remarks to any desire to get 
out of that responsibility. I will make my decisions. I merely meant 
to say that I question whether the Congress would be wise—they might 
make it easier for the Board, and you were talking about relating the 
money supply to the gross national product, or some 

Mr. Jounson. I am only suggesting with my question that although 
you have used the phrase to maintain a stable dollar and I concur that 
this is a desirable thing in itself, we frequently are caught in public 
life with the necessity to do several things at once. We have a variety 
of purposes to be served, each of which is desirable in itself, but which 
may involve some choice making among alternatives which leads us 
in difficulty. 

We are interested not only in maintaining a stable currency or a 
stable value of currency, but we are also interested in an economy 
which provides job opportunities for a growing labor force, we are 
interested in making available the fruits of an improving technology 
and this has been stated by the Budget Director, and by the Chairman 
of the Council of Enocomic Advisers, by the Vice President, and by the 
President as official policy of this administration, and I think that most 
Americans would agree that we want an economy which is expand- 
ing, is that not true? 

Mr. Martin. I certainly do. 

Mr. Jounson. Then you would not be shocked, and the people who 
are psychologically affected would not be shocked, if the Congress 
were to say to you that in exercising the powers we have given you, 
you should be concerned not only to maintain a stable dollar, but also 
to deal with the needs of a growing and expanding economy. Is that 
correct ? 

Mr. Martin. We have always interpreted our mandate in that way. 

Mr. Jonnson. This is what I wanted to have spelled out because I 
think that once in a while overemphasis on stability of the dollar may 
lead to an underemphasis on growth and expansion. 

Mr. Martin. Well, this is again a long subject, but we accept the 
Employment Act of 1946 as part of our 

Mr. Jounson. IT am pleased to hear that. 

Mr. Martin. Now there will always be disagreements about whether 
you will achieve this growth by one form or another. My own con- 
viction has grown as time has gone on that a stable dollar is essential 
to maximum growth and I don’t put the stability of the dollar above 
these social needs, but if we want to get the people to work and we 
want to have job opportunities, I think one of the greatest assets that 
we can give them, particularly the little businessman, is relative sta- 
bility in his currency, and I have repeatedly emphasized here—and 
this is my conviction and I welcome the opportunity to say it to you— 
that a dollar ought to be like a ruler—12 inches to the foot. It oughtn’t 
to be 15 inches at one time and 9 inches at another. There are plenty 
of areas for the political parties to disagree without disagreeing on 
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the need for this sort of stability of the dollar as a means of achieving 
this growth, because I don’t think changing it around will do it. I 
think it will do just the reverse. 

Mr. Jounson. I wouldn’t want anything I said to be construed as 
disagreeing with you on that principle. I am more concerned that in 
the exercise of your total power under law, that we have seen for a 
number of years a gradual rise in interest rates and a stringency on 
credit at the same time that we have seen a fairly high level of unem- 
ployment and a shortage of job opportunities. It seems to me that in 
your position, you must weigh both of those factors. Yet we have seen 
in your staff report on the Vault-Cash bill, concern about the rate of 
return earned by the banks. Also we found the Board testifying 
against a congressional attempt to strengthen your powers to deal 
adequately with inflationary threats as they arise. It seems to be, 
therefore, that the same Congress which authorized and created a 
Federal Reserve System, has the right at least to suggest—for surely 
the power to create is the power to advise—that certain additional 
purposes would be worth while. 

Do you disagree with that ? 

Mr. Martin. Certainly not; we welcome all such things. 

Mr. Jounson (presiding). I don’t mean to keep you here through 
the noon hour. 

Mr. Martin. That is perfectly all right. I will stay as long as you 
want me. 

Mr Jounson. If there are no further questions at this point, we will 
stand adjourned until Friday at 10. 

(Whereupon, at 12:10 p.m., the subcommittee adjourned to recon- 
vene at 10 a.m., Friday, July 1, 1960.) 
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